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The University of Kentucky College of Law, Office of Continuing Legal Education (UKICLE) was organized in 1973
as the first permanently staffed, full-time continuing legal education program in the Commonwealth of Kentucky. It endures
with the threefold purpose to: 1) assist lawyers in keeping abreast of changes in the law; 2) develop and sustain practical
lawyering skills; and 3) maintain a high degree of professionalism in the practice of law. Revenues from seminar registrations
and publication sales allow the Office to operate as a separately budgeted, self-supporting program of the College. No tax
dollars, bar dues or public funds are budgeted in the Office's finances.

Courses
UKICLE provides a variety of workshops, conferences, and institutes to satisfy the continuing education needs of
lawyers and other professionals. Courses range from half-day programs in selected areas to in-depth programs extending over
several days. While most courses are conducted at the College of Law in Lexington, UK/CLE has a longstanding statewide
commitment. Since its first year of operation, beginning with a criminal law program in Madisonville, Kentucky, the Office has
continued to bring the highest quality continuing education to attorneys across Kentucky, the Midsouth, the Midwest, and the
nation.

Publications
Each course is accompanied by extensive speaker-prepared course materials. These bound materials are offered for
sale following courses and are consistently regarded as valuable, affordable references for lawyers. In 1987, UK/CLE began
producing a series of publications which now consist of Practice Handbooks, Monographs, and Compendiums. Each Practice
Handbook is an extensively referenced, fully indexed practice guide consisting of separately authored chapters, sequenced for
the comprehensive coverage of a distinct body' of law. Their format allows for updating through supplements and cumulative
indexes. Each Monograph is a concisely written practice guide, usually prepared by a single author, designed to cover a topic of
narrower scope than Practice Handbooks. Compendiums contain both official forms and sample documents. Designed to assist
the lawyer by suggesting specific structures and language to consider in drafting documents, these public~tions are beneficial in
the resolution of legal drafting concerns. The Compendiums are often used most effectively in conjunction with UKICLE
Practice Handbooks and Monographs.

Professionall\fanagement
UK/CLE serves the needs of the bar from its offices on the University of Kentucky campus in Lexington. Its staff
manages course planning, publication content planning, course registrations, publications sales, course and publication marketing, publication composition and printing, as well as internal budgeting, accounting, and financial reporting. As an "income
based" program, UK/CLE's course tuitions and publications sales are designed to generate sufficient revenues for self-support.

Commitment to Quality and Creativity
UKICLE is a member of the Association for Continuing Legal Education (ACLEA). As such, UK/CLE subscribes to
the Standards of Operation for Continuing Legal Education Organizations, and the Standards of Fair Conduct and Voluntary
Cooperation administered under the auspices of the American Law Institute-American Bar Association Committee on Continuing Professional Education. Throughout its existence UKICLE has been actively involved in the activities of and discourse
sponsored by ACLEA. UK/CLE's association with national and international CLE professionals has afforded it the opportunity
to continually reassess instructional methods, quality in publications, and effective means of delivering CLE services at consistently high levels of quality.

An Integral Part of the Legal Profession's Tradition of Service
An enormous debt is owed to the practitioners, professors, judges and other professionals who generously donate their
time and talent to continuing legal education. Their knowledge and experience provide the fundamental components of our
seminars and publications. Without their motivation and freely given assistance in dedication to the legal profession, high
quality continuing legal education would not exist. As a non-profit organization, UKICLE relies upon the traditional spirit of
service to the profession that attorneys have so long demonstrated. We are constantly striving to increase attorney involvement
in the continuing legal education process. If you would like to participate as a volunteer speaker or writer, please contact us and
indicate your areas of interest and experience.
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UKICLE: A Self-Supporting Entity
The University of Kentucky Office of Continuing Legal
Education (UK/CLE) is an income-based office of the University of Kentucky College of Law. As such, it is separately
budgeted and financially self-supporting. UK/CLE operations are similar to not-for-profit organizations, paying all
direct expenses, salaries and overhead solely from revenues.
No public funds or tax dollars are allocated to its budget.
Revenues are obtained from registrant enrollment fees, and
the sale of publications. Our sole function is to provide
professional development services. In the event surplus
funds become available, they are utilized to offset deficits or
retained in our budget to improve the quality and variety of
services we provide.
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A-IS

The USA Patriot Act
and other Anti-Terrorism Initiatives
Immediately after the events of September 11,2001, the Federal government saw
financial institutions as an important resource in the search for terrorists and those who support
them. And financial institutions wanted to help. However, with the recent focus on the privacy
rights of customers, and the obligations of financial institutions to protect from disclosure the
information they obtain from customers, there was considerable uncertainty as to what financial
institutions could do to aid in the search for terrorists and their supporters. Financial institutions
were limited in their ability to disclose information from customer s records to Federal law
enforcement authorities under the Right to Financial Privacy Act of 1978. 1 Unless an exception
applies, a financial institution is prohibited from disclosing a customer s financial records to the
Federal government absent the customer s written authorization, an administrative subpoena or
summons, a search warrant, a judicial subpoena, or a formal written request authorized by
regulation meeting the requirements of the Right to Financial Privacy Act. 2
A number of initiatives were quickly undertaken.
•:. Implementation ofControl Lists: The Federal financial institution supervisory agencies,
working in conjunction with law enforcement, instituted procedures under which a unified
list (the Control List) of persons identified by the FBI and other law enforcement agencies
could be disseminated electronically to financial institutions. Each financial institution was
requested to designate a senior-level person to serve as the contact point for all
communications, and information was to be shared within an institution only on a need-toknow basis. If a suspect account is identified, an institution is to reply that it has a positive
response. No detailed information is to be reported. A law enforcement agency will obtain
a subpoena if it seeks further information.
~

The Control List is disseminated through a dedicated e-mail account devised by the New
York Federal Reserve Bank, to which positive responses are to be directed. Richard
Spillenkothen, Director, Division of Banking Supervision and Regulation of the Federal
Reserve Board, stated in testimony before the Committee on Banking, Housing, and
Urban Affairs, U.S. Senate on January 29, 2002, that, as of that date, over 200 responses
had been forwarded to law enforcement. 3

.:. Blocking assets ofpersons designatedforeign terrorists: On September.24, 2001, President
Bush issued Executive Order 13224 - Blocking Property and Prohibiting Transactions with
Persons who Commit, Threaten to Commit, or Support Terrorism. 4 This Executive Order
12 U.S.C.J3401-3422.
Privacy Laws and Regulations by the Comptroller of the Currency, dated September 8, 2000, summarizes
various laws relating to privacy of consumer financial information. An on-line copy of the paper is available at
http://www.occ.treas.gov/ftp/bulletin/2000-25a.pdf .
3 A copy of the testimony is available at
http://www.federalreserve.gov/boarddocs/testimony/2002/20020129/default.htm.
4 A copy of the order, with a summary of terrorism sanctions related regulations, is available at
http://www.treas.gov/ofac/tll ter.pdf .
1
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adds to the Treasury s Office of Foreign Assets Control (OFAC) list of specially designated
nationals specially designated global terrorists (SDGTs). Under the Executive Order, a
financial institution is required to give immediate notice to OFAC if it identifies potential or
actual assets of any of the listed entities. If verified by OFAC as a blockable
transaction/asset, the assets must be blocked by the financial institution, and a blocking
report should be immediately faxed to OFAC. 5
~

As explained in its mission statement, OFAC:
administers and enforces economic and trade sanctions against targeted
foreign countries, terrorism sponsoring organizations and international
narcotics traffickers based on U.s. foreign policy and national security
goals. OFAC acts under Presidential wartime and national emergency
powers, as well as authority granted by specific legislation, to impose
controls on transactions and freeze foreign assets under U.s. jurisdiction.
Many of the sanctions are based on United Nations and other international
mandates, are multilateral in scope, and involve close cooperation with
allied governments.
http://www.treas.gov/ofac. A paper on the Foreign Assets Control Regulations for the
Financial Community can be found at http://www.treas.gov/ofac/tllfacbk.pdf

~ The OFAC list has been updated several times 6 to add terrorists to the list of SDGTs
whose assets must be blocked. Financial institutions have been advised to check
OFAC s Internet home page daily for updated notices. Institutions that do not have
access to the Internet can call OFAC s hotline for advice on updates.
~

Federal financial institution supervisory agencies examine an institution s compliance
with its obligations under OFAC regulations. For example, the examination procedures
in the Comptroller s Handbook on Bank Secrecy Act/Anti-Money Laundering
(September 2000; revised for Web Publication December 2000)
,
http://www.occ.treas.gov/handbook/bsa.pdfidentify five questions to be asked in
assessing a national bank s OFAC compliance. Included among these are:
•

Checking the accuracy the bank s current listing of prohibited countries, entities, and
individuals.

•

Determining whether the OFAC information is disseminated to all appropriate
employees, including foreign country offices.

•

Evaluating the controls used to compare new accounts, funds transfers, or other new
bank transactions with the OFAC listings prior to opening the account, or conducting
the transaction.

Office of the Comptroller of the Currency Alert 2001-9, September 25,2001. CCH Fed. Banking L. Rptr. /58,
154.
6 The list has been updated 8 times since September 24,2001, on October 12, November 7, December 4, December
20, December 31, January 9, February 26, March 11, and, most recently, March 27.

5
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•

Determining whether established accounts and other customer transaction~ are
'
compared periodically with the current OFAC listing.

.:. Enactment of USA Patriot Act: Congress enacted the Uniting and Strengthening 4merica by
Providing Appropriate Tools Required to Intercept and Obstruct Terrorism (USA PATRIOT
ACT) Act of 200 1, which was signed into law by the President on October 26, 2001. The
USA Patriot Act can be accessed on-line at http://www.treas.gov/fincenlhr3162.pdf.
~ Financial institutions are most directly affected by Title III of the USA Patriot!Act, which
is entitled the International Money Laundering Abatement and Financial AntiLTerrorism
Act of2001. As discussed in more detail below, Title III covers three broad ~reas.

•

•

It includes a number of provisions targeting international money laundering and
related matters. For example,
•

Financial institutions are required to exercise due diligence (and implement due
diligence procedures and controls) in connection with private banking;accounts
'
and correspondent accounts of non-United States persons and their
representatives. They are prohibited from maintaining a corresponden~ account
for a foreign shell bank.

•

A safe harbor is provided to encourage financial institutions, after filing notice, to
share information solely for the purpose of identifying and reporting money
laundering and terrorist activities.
'

•

An institution s record of complying with anti-money laundering requirements
will be considered in bank acquisition and bank merger applications.

The Title also includes amendments to the Bank Secrecy Act and related matters.
•

The Bank Secrecy Act has been broadened to cover records that are highly useful
in fighting international terrorism.
'

•

Financial institutions are protected from liability for voluntary disclosures of
possible illegal activity to law enforcement agencies, to the same extent as if that
information was included in a suspicious activity report.

•

Insured depository institutions may disclose possible illegal activity of:an
institution affiliated party in an employment reference requested by another
insured depository institution.

•

By April 24, 2002, all financial institutions are required to have an anti-money
laundering program that meets four basic criteria.

•

The Title also includes provisions addressing currency crimes and protections.

•

Some of the provisions in Title III have staggered effective dates, and some are
dependent upon the adoption of implementing regulations. In addition, Title III, in its

A-3

entirety, is subject to a contingent sunset provision. The provisions of Title III, and
the amendments it made, will terminate on the first day of fiscal year 2005' if
Congress enacts a joint resolution providing that the Title no longer has the force of
law.
Descriptions of key provisions of Title III - the International Money Laundering
Abatement and Financial Anti-Terrorism Act of2001 - are contained in OCC Advispry Letter
2001-12, and are provided by the Board of Governors of the Federal Reserve System, Division
of Bank Supervision and Regulation, in SR 01-29. The following summary is based in
substantial part on this advice. A complete index of the Title, and its sections, is included after
the summary.
•:. International counter money laundering and related measures (Subtitle A)
~

Section 313 - Prohibition on United States Correspondent Accounts with Foreign
Shell Banks. Effective December 25, 2001, a covered financial institution is prohibited
from establishing, maintaining, administering, or managing a correspondent account in
the United States for a foreign bank that does not have a physical presence in ~ny country
(a foreign shell bank).7
•

In this context, a covered financial institution is defined by reference to 31 U.S.C.
/5312(a)(2)(A) - (G) and includes an insured bank, a commercial bank or trust
company, a private banker, a credit union, a thrift and a registered broker-dealer.

•

A covered financial institution must take reasonable steps to ensure that a~y
correspondent account it has for a foreign bank is not being used by that foreign bank
to provide banking services to a foreign shell bank.
I

•

The Secretary of Treasury is required to adopt regulations to define the reasonable
steps a financial institution must take. On November 20,2001, Treasury published
interim guidance describing a certification that a financial institution may use to meet
its compliance obligations. The guidance, and the form of certification, can be found
at 11ttp://www.treas.gov/press/releases/regs.htrn. Proposed rules, that wou~d codify
the interim guidance, with some modifications, and include standards applicable to
broker-dealers, were published on December 28, 2001 at 66 Fed. Reg. 67460.

•

This prohibition does not apply to a foreign shell bank that is an affiliate of a
depository institution, credit union or foreign bank that maintains a physical presence 8
in the United States or a foreign country and is subject to supervision by the affiliate s
banking regulator.

Section 313 of the USA Patriot Act, adding a new subsection (j) to 31 U.S.C./5318.
A physical presence means a place of business that is maintained by a foreign bank at a fixed address in a
country in which the foreign bank is authorized to conduct banking activities at which the foreign bank (i) has at
least one full-time employee, (ii) maintains operating records related to its banking activities and (iii) is subject to
inspection by the foreign bank s bank regulator.
7

8

I
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~

Section 319 - Forfeiture of Funds in United States Interbank Accounts. In addition
to addressing the forfeiture of funds held in a foreign bank s interbank account 9 in the
United States, this section also includes provisions under which a covered financial
institution may be required to disclose records to bank regulatory or law enforcement
authorities. 10
•

The term covered institution is not defined in this context. Presumably it:will be
given the same meaning as the definition of the term included in Section 313.

•

A covered financial institution must comply within 120 hours after receiving a
request by an appropriate Federal banking agency for information related to its (or its
customer s) anti-money laundering compliance. It must provide, or make available,
information and account documentation for any account opened, maintained,
administered or managed in the United States.

•

If a foreign bank maintains a correspondent account in the United States at a covered
financial institution, the financial institution is required to maintain records in the
United States identifying the owners of the foreign bank and the name and address of
the United States resident who is authorized to accept service of legal process for
records regarding the correspondent account. A financial institution may be required
to provide this information to a Federal law enforcement officer within 7 days after
receipt of a written request.
•

~

The interim guidance provided by Treasury with respect to compliance with
Section 313 of the USA Patriot Act also applies in this record maintenance
requirement.

•

Treasury or the Attorney General may issue and serve a summons or subpoena on a
foreign bank that maintains a correspondent account in the United States and request
records regarding that account. A covered financial institution can be required to
terminate a correspondent relationship with a foreign bank that does not comply with,
or initiate proceedings to contest, such a subpoena or summons. A covered financial
institution that does not terminate the relationship within 10 business days after
receipt of written notice can be liable for a civil penalty of up to $10,000 per day.

•

Financial institutions had a 60 day grace period comply with these requirements.

or until December 25, 2001 -

to

Section 312 - Special Due Diligence for Correspondent Accounts and Private
Banking Accounts. Effective July 23, 2002, due diligence will be required by any
financial institution that establishes, maintains, administers, or manages a private banking

An interbank account is defined in 18 U.S.C.1984(c)(2)(B) as an account held by one financial institution at
another financial institution primarily for the purpose of facilitating customer transactions.
10 Section 319(b) of the USA Patriot Act, adding a new subsection (k) to 31 U.S.C./5318.

9
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account or a correspondent account in the United States for a non-United States person or
his representative. 11
•

The financial institution must establish appropriate, specific, and, where necessary,
enhanced, due diligence policies, procedures, and controls that are reasonably
designed to detect and report instances of money laundering through those, accounts.

•

Enhanced due diligence policies, procedures, and controls will be required for

•

•

A private banking account of a senior foreign political figure (or his immediate
family members or close associates) to detect foreign corruption; and

•

A correspondent account of a foreign bank that is operating under an offshore
banking license or under a license issued by a designated foreign country.

A private banking account is defined as an account, or combination of accounts,
that
•
•
•

Requires a $1,000,000 minimum aggregate deposit of funds or other assets,
Is established by one or more individuals who have a direct or beneficial
ownership interest in the account, and
Is assigned to, or administered or managed by, a financial institution officer,
employee or agent who acts as liaison between the financial institution and the
account owner.

At a minimum, the financial institution must take reasonable steps to ascertain the
identity of the owners of the private banking account and the source of funds
deposited into the account to guard against money laundering and report suspicious
transactions.
•

~

Section 314 - Cooperative Efforts to Deter Money Laundering. This section
promotes the sharing of information by financial institutions, their regulatory authorities,
and law enforcement authorities.
•

11

Treasury, in consultation with the Federal functional regulators, is required to issue
regulations defining the due diligence policies, procedures and controls required
under this section by April 24, 2002.

The section required Treasury to adopt regulations by February 23,2002, to
encourage financial institutions, their regulatory authorities and law enforcement
authorities to share information regarding individuals, entities, and organizations
engaged in or reasonably suspected based on credible evidence of engaging in
terrorist acts or money laundering activities. The Treasury issued proposed
regulations, which were published in the Federal Register on March 4, 2002, 67 Fed.
Reg. 9879. A copy of the proposed regulations is available at
http://www.occ.treas.gov/ftp/bulletin/2002-12b.pdf.

Section 312 of the USA Patriot Act, adding a new subsection (i) to 31 U.S.C./5318.

A-6

~

•

Effective immediately, financial institutions are permitted, upon notice to the
Treasury, to share information with one another regarding individuals, entities,
organizations, and countries suspected of possible terrorist or money laundering
activities.

•

A financial institution is protected from liability for transmitting, receiving or sharing
such information for the purpose of identifying and reporting activities that may
involve terrorist acts or money laundering activities.

•

Compliance with the provisions requiring or authorizing disclosures regarding
individuals, entities and organizations suspected of engaging in terrorists acts or
money laundering activities will not constitute a violation of Title V of the GrammLeach-Bliley Act.

•

Treasury has issued an interim final rule (31 CFR 103.110) that addresses information
sharing between financial institutions for the purpose of identifying and reporting
suspected terrorism and money laundering, and provides a form certification. 12 The
certification is to be filed with the Financial Crimes Enforcement Network (FinCen)
on a yearly basis, and can be found at http://www.treas.gov/fincen/fi infoappb.html.
•

The statute does not define the term financial institutions for purpose of
information sharing. The rule defines a financial institution as any financial
institution that is required to file suspicious activity reports under the Bank
Secrecy Act (other than a money services business), a registered broker dealer, an
issuer of traveler s checks or money orders, a registered money transmitter or a
credit card system that is not a money services business.

•

A financial institution that shares information under the interim rule is required to
maintain adequate procedures to protect the security and confidentiality of
information shared. Such information cannot be used for any purpose other than
detecting, identifying and reporting on activities that may involve terrorist or
money laundering activities and determining whether to establish or maintain an
account, or to engage in a transaction. Provided these conditions are met, the
interim rule provides a safe harbor to protect the financial institution from liability
to any person under any law or contract or enforceable agreement for sharing
information.

•

The certification (and sharing authority) of a financial institution can be revoked
for failure to limit the use of shared information, as required by the rule.

Section 327 - Consideration of Anti-Money Laundering Record.A bank or bank
holding company s effectiveness in combating money laundering activities will be taken
into consideration by the responsible Federal regulatory agency when processing

12 The interim rule was published in the Federal Register on March 4, 2002 at 67 Fed. Reg. 9874 and can be found at
http://www.occ.treas.gov/fr/fedregister/67fr9874.pdf .
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applications filed under Section 3 of the Bank Holding Company Act or under the Bank
Merger Act after December 31, 2001. 13
~

Section 326 - Verification of Identification.By October 26, 2002, Treasury must adopt
regulations setting "forth the minimum standards regarding the identity of the customer in
connection with the opening of an account. At a minimum, these regulations must
require procedures for verifying the identity of a person opening a new account,
maintaining records used to verify that identity, and consulting lists of known or
suspected terrorists or terrorist organizations provided by a government agency. 14

~

Section 325 - Concentration Accounts at Financial Institutions. Treasury may adopt
regulations that govern the maintenance of concentration accounts in order to make
sure they are not used to hide the identity of the customer who owns funds moved into or
out of the account. The term concentration account is not defined. 15

~

Section 311- Special Measures for Jurisdictions, Financial Institutions, or
International Transactions of Primary Money Laundering Concern. The Treasury
has regulatory authority to require financial institutions to take special measures if
Treasury finds that reasonable grounds exist for concluding that a foreign jurisdiction or
financial institution or a class of transactions or type of account is of primary money
laundering concern. These special measures may consist of record keeping and reporting
requirements for certain transactions or certain types of accounts opened or maintained
by a foreign person or a foreign financial institution. They may also prohibit, or impose
conditions on, correspondent or payable-through accounts in the United States for or on
behalf of a foreign banking institution.

•:. Bank Secrecy Act amendments and related improvements (Subtitle B)
~

Section 358 - Bank Secrecy Provisions and Activities of United States Intelligence
Agencies to Fight International Terrorism. Fighting terrorism is now one of the stated
purposes for which records and reports can be required under the Bank Secrecy Act.
•

The Bank Secrecy Act (also known as the Currency and Foreign Transactions
Reporting Act) and its implementing regulations require financial institutions to
maintain records and file reports that would have a high degree of usefulness in
criminal, tax or regulatory investigations or proceedings. 16 As amended by the USA
Patriot Act, another purpose of the Bank Secrecy Act is to require reports or records

13 Section 327 of the USA Patriot Act, amending Section 3(c) of the Bank Holding Company Act and the Bank
Merger Act (12 U.S.C./1828(c)).
14 Section 326 of the USA Patriot Act, adding a new subsection (I) at the end of 31 U.S.C./5318.
15 This provision is added at the end of 31 U.S.C./5318(h).
16 A history of the Bank Secrecy Act, and the acts that have expanded and updated it, is set out at
http://www.treas.gov/fincen/fsp timelille.html. The statutory provisions are contained 31 U.S.C.,.f5311-4745, and
12 U.S.C.,.f1818(s), 1829(b) and 1951-1959. Implementing regulations are contained at 31 CFR Part 103 and, for
banks, 12 CFR 21.11 and 21.21, 12 CFR 208.62 and 208.63, 12 CFR 226.8 and Part 353, and 12 CFR 363.177 and
363.180.
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that would be highly useful for the conduct of intelligence or counterintelligence
activities, including analysis, to protect against international terrorism. 17
•

The Bank Secrecy Act defines broadly a financial institution that can be
required to keep records and file reports under the Bank Secrecy Act. I8 It
includes 26 types of entities, including
•
•
•
•
•
•
•

•

an insured bank
a commercial bank or trust
company
a private banker
a credit union
a thrift institution
a registered broker-dealer
a broker dealer in securities
or commodities,

•
•
•
•
•
•

anlnsurancecompany
an investment banker or investment
company
a pawnbroker
a loan or finance company
a business engaged in vehicle sales
a person involved in real estate closings
and settlement

The Bank Secrecy Act and implementing regulations require certain financial
institutions to file reports of suspicious transactions (suspicious activity reports, or
SARs). In the case of banks, SARs target known or suspected Federal criminal
activity involving the bank, and they are required upon detection of
•
•
•
•

insider abuse involving any amount,
transactions aggregating $5,000 or more where a suspect can be identified,
transactions aggregating $25,000, regardless of whether a suspect can be
identified, or
transactions aggregated $5,000 that involve potential money laundering or
violations of the Bank Secrecy Act.

Consistent with the added purpose of the Bank Secrecy Act, these SARs can now be
referred to any appropriate law enforcement or United States intelligence agency for
use in the conduct of intelligence or counterintelligence activities to protect against
international terrorism.
•

17
18

The Right to Financial Privacy Act of 1978 and the Fair Credit Reporting Act have
been amended to permit disclosures to a government authority authorized to conduct
investigations of, or intelligence or counterintelligence analysis related to,
international terrorism for the purpose of conducting such investigations or analyses.

Section 358 of the USA Patriot Act, amending 31 U.S.C./5311, 12 U.S.C.,f 1829b and 1953(a).
The term financial institution is defined in 31 U.S.C./5312(a)(I).
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•

A financial institution is not prohibited from disclosing financial records pursuant
to the governmental authority s request. 19

•

A consumer reporting agency may be required to furnish a consumer report and
other information in a consumer s file when presented with a written certification
by the government agency that the information is necessary for the agency s
conduct of such investigations or analysis. It is protected from liability under law
for making such a disclosure in good faith reliance on a-governmental agency s
certification. The consumer reporting agency cannot disclose that a government
agency has sought or obtained access to such information.20

Section 351 - Amendments Relating to Reporting of Suspicious Activities. By
statute, a financial institution is protected from liability arising under law for disclosures
made in a suspicious activity report (an SAR), and it is prohibited from notifying the
person involved in the transaction that an SAR has been filed.
•

This protection against liability has been expanded, effective immediately, (1) to
include a voluntary disclosure of any possible violation of law or regulation to a
government agency; and (2) to protect the financial institution from liability under
any contract or other legally enforceable agreement (including an arbitration
agreement).21 This protection is not to be construed as creating an immunity in an
action to enforce a law brought by the government or a governmental agency.

•

While a financial institution cannot disclose the fact that an SAR has been filed, it is
not prohibited from including information that was included in an SAR
•

in a written employment reference provided in accordance with Section 18(w) of
the Federal Deposit Insurance Act in response to a request from another financial
institution, or

•

in a written termination notice or employment reference that is provided in
accordance with the rules of a self-regulatory organization registered with the
Securities and Exchange Commission or the Commodity Futures Trading
Commission

There is no affirmative duty to make such a disclosure. And there will be no
protection from liability if the disclosure is made with malicious intent.

»

from another insured depository institution, may disclose in a written employment
reference-information concerning a current or former institution-affiliated party s

1

~

Section 355 - Authorization to Include Suspicions of Illegal Activity in Written
Employment References. An insured depository institution, in response to a request

.

Section 358 of the USA Patriot Act, amending 31 U.S.C.#'3412(a) and 3414(a).
Section 358 of the USA Patriot Act, adding a new section 626 to the Fair Credit Reporting Act (15 U.S.C.
/1681 v).
21 Section 351 of the USA Patriot Act, amending 31 U.S.C./5318(g)(3).
19

20
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possible involvement in illegal activity. 22 There is no affirmative duty to include such
information in an employment reference, and there will be no protection from liability for
any voluntary disclosure made with malicious intent.
~

Section 352 - Anti-Money Laundering Programs.Effective April 24, 2002, all
financial institutions must have an anti-money laundering program which includes, at a
minimum:
•
•
•
•

The development of internal policies, procedures and controls,
The designation of a compliance officer,
An ongoing employee training program, and
An independent audit function to test programs. 23

Treasury, in consultation with the Federal functional regulators, may prescribe minimum
standards for an institution s anti-money laundering program. By April 24, 2002,
Treasury must prescribe regulations that consider the extent to which the statutory
requirements imposed are commensurate with the size, location and activities of financial
institutions to which they apply.24
~

Section 361- Financial Crimes Enforcement Network (FinCen); Section 362
-Establishment of Highly Secure Network.FinCen has been established as a bureau in
the Department of Treasury, and the duties and powers of its Director are now defined by
statute. Treasury is required to establish a highly secure network in FinCen through
which financial institutions can file reports required under the Bank Secrecy Act and can
be provided alerts and other information regarding suspicious activities that warrant
immediate and enhanced security. This highly secure network must be fully operational
by July 26, 2002.
•

The address of the website of the Financial Crimes Enforcement Network is
http://www.treas.gov/fincen.

~

Section 363 - Increase in Civil and Criminal Penalties for Money Laundering. Civil
and criminal penalties can be imposed on a financial institution that maintains a
prohibited correspondent bank with a foreign shell bank (Section 313 above) or that
violates its obligation to exercise due diligence with respect to a correspondent or private
banking account ofa non-United States person (Section 312 above) of not less than 2
times the amount of the transaction, and up to $1,000,000.

~

Section 356 - Reporting of Suspicious Activities by Securities Brokers and Dealers;
Investment Company Study. Treasury is required to adopt regulations requiring
registered securities brokers and dealers to file suspicious activity reports under the Bank
Secrecy Act, and it may adopt regulations requiring futures commission merchants,

22 Section 355 of the USA Patriot Act, adding a new subsection (w) at the end of Section 18 of the Federal Deposit
Insurance Act.
23 Section 352 of the USA Patriot Act, amending 31 U.S.C./5318(h).
24 Banks and thrifts are already required to have a Bank Secrecy Act compliance program. See 12 CFR 21.21,
208.63, 326.8 and 563.77. Other financial institutions may not have an existing compliance program in place.
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commodity trading advisors, and commodity pool operators to file suspicious activity
reports under the Bank Secrecy Act. The deadline for final regulations setting out the
SAR obligations of registered broker-dealers is July 1, 2002.
•

On December 20,2001, Treasury announced the issuance ofa proposed rule requiring
registered brokers and dealers to file suspicious activity reports in connection with
customer activity that indicates possible violations of law or regulation, including
violations of the Bank Secrecy Act, under a regime that closely mirrors that in place
for banks. The press release is available at
http://www.treas.gov/press/releases/po887.htm. The proposed rule was published in
the Federal Register on December 31,2001,66 Fed. Reg. 67670.

Treasury, in consultation with the Board of Govemors of the Federal Reserve System and
the Securities and Exchange Commission, is also required to study and report to Congress
recommendations for effective regulations to apply the requirements of the Bank Secrecy
Act to investment companies pursuant to their status as a financial institution. For
purposes of this study and report, the term investment company is defined as

~

•

An investment company within the meaning of Section 3 of the Investment Company
Act of 1940, and

•

Any person that would be an investment company but for the exceptions provided for
in Section 3(c)(I) or Section 3(c)(7) of the Investment Company Act of 1940.

Section 365 - Reports Relating to Coins and Currency Received in Nonfinancial
Trade or Business. Anyone engaged in a trade of business who, in the course of such
trade or business, receives more than $10,000 in coins or currency in one transaction or a
series of related transactions is required to file a report with FinCen in the manner
required by Treasury by regulation. 25 Structuring of transactions to avoid this reporting
requirement would be prohibited. 26
•

Treasury has adopted an interim rule, 31 CFR 103.30, that addresses the currency
transaction reporting requirements of a nonfinancial trade or business. 27 It
coordinates the currency transaction reporting requirements under the Bank Secrecy
Act with the financial transaction reporting requirements under Section 60501 of Title
26.

•

These reporting requirements do not apply to financial institutions already subject to
currency transaction reporting requirements of the Bank Secrecy Act.

Section 365 of the USA Patriot Act, adding 31 U.S.C./5331.
Section 365 of the USA Patriot Act, amending 31 U.S.C./5324.
27 The interim rule was published in the Federal Register on December 31, 2001, 66 Fed. Reg. 67680. Concurrently,
Treasury published a proposed rule which is identical to 31 CFR 103.30. The proposed rule was published in the
Federal Register on December 31, 2001 (66 Fed. Reg. 67685.
25

26
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.:. Currency crimes and protection (Subtitle C)
~

Section 371 - Bulk Cash Smuggling into or out of the United States.
•

28

A new criminal offense is created - currency smuggling~ It is a crime for a person,
with the intent to evade currency reporting requirements, to knowingly conceal - on
his person or in luggage, merchandise or another container - and attempted transport
(or transfer) more than $10,000 in currency or other monetary instruments from a
place in the United States to a place outside the Unit~d States, or vice versa. A
person convicted of currency smuggling can be imprisoned up to 5 years and any
property involved subject to forfeiture.

Section 371 of the USA Patriot Act, adding 31 U.S.C./5332.
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TITLE III--International Money Laundering Abatement
and Anti-Terrorist Financing Act of 2001
Sec. 301. Short Title.
Sec. 302. Findings and Purposes.
Sec. 303. 4-Year Congressional Review;
Expedited Consideration.
Subtitle A--International Counter Money
Laundering and Related Measures
Sec. 311. Special Measures for Jurisdictions,
Financial Institutions, or International
Transactions of Primary Money
Laundering Concern.
Sec. 312. Special Due Diligence for
Correspondent Accounts and Private
Banking Accounts.
Sec. 313. Prohibition on United States
Correspondent Accounts With Foreign
Shell Banks.
Sec. 314. Cooperative Efforts to Deter Money
Laundering.
Sec. 315. Inclusion of Foreign Corruption
Offenses As Money Laundering
Crimes.
Sec. 316. Anti-Terrorist Forfeiture Protection.
Sec. 317. Long-Arm Jurisdiction Over Foreign
Money Launderers.
Sec. 318. Laundering Money Through A Foreign
Bank.
Sec. 319. Forfeiture of Funds In United States
Interbank Accounts.
Sec. 320. Proceeds of Foreign Crimes.
Sec. 321. Financial Institutions Specified In
Subchapter Ii of Chapter 53 of Title 31,
United States Code.
Sec. 322. Corporation Represented By A
Fugitive.
Sec. 323. Enforcement of Foreign Judgments.
Sec. 324. Report and Recommendation.
Sec. 325. Concentration Accounts At Financial
Institutions.
Sec. 326. Verification of Identification.
Sec. 327. Consideration of Anti-Money
Laundering Record.
Sec. 328. International Cooperation on
Identification of Originators of Wire
Transfers.
Sec. 329. Criminal Penalties.
Subtitle B--Bank Secrecy Act Amendments
and Related Improvements

Sec. 351. Amendments Relating to Reporting of
Suspicious Activities.
Sec. 352. Anti-Money Laundering Programs.
Sec. 354. Anti-Money Laundering Strategy.
Sec. 355. Authorization to Include Suspicions of
Illegal Activity In Written
Employment References.
Sec. 356. Reporting of Suspicious Activities By
Securities Brokers and Dealers;
Investment Company Study.
Sec. 357. Special Report on Administration of
Bank Secrecy Provisions.
Sec. 358. Bank Secrecy Provisions and Activities
of United States Intelligence Agencies
to Fight International Terrorism.
Sec. 359. Reporting of Suspicious Activities By
Underground Banking Systems.
Sec. 360. Use of Authority of United States
Executive Directors.
Sec. 361. Financial Crimes Enforcement
Network.
Sec. 362. Establishment of Highly Secure
Network.
Sec. 363. Increase In Civil and Criminal
Penalties for Money Laundering.
Sec. 364. Uniform Protection Authority for
Federal Reserve Facilities.
Sec. 365. Reports Relating to Coins and
Currency Received In Nonfinancial
Trade Or Business.
Sec~ 366. Efficient Use of Currency Transaction
Report System.
Subtitle C--Currency Crimes and Protection
Sec. 371. Bulk Cash Smuggling Into Or Out of
the United States.
Sec. 372. Forfeiture In Currency Reporting
Cases.
Sec. 373. Illegal Money Transmitting Businesses.
Sec. 374. Counterfeiting Domestic Currency and
Obligations.
Sec. 375. Counterfeiting Foreign Currency and
Obligations.
Sec. 376. Laundering the Proceeds of Terrorism.
Sec. 377. Extraterritorial Jurisdiction.
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Attachment

The following is the CRS summary of H.R. 3162 (the USA Patriot Act) as of
October 24, 2001 - Passed House, without amendment. It was obtained from the
Bill Summary and Status for the legislation available on Thomas (Legislative
Information on the Internet), http://thomas.loc.gov.
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Bill Summary & Status

Bill Summary & Status for the 107th Congress
NEW SEARCH I HOME I HELP I ABOUT SUMMARIES
H.R.3162
Sponsor: Rep Sensenbrenner, F. James, Jr.(introduced 10/23/2001)
Related Bills: H.R.2975, H.R.3004, S.1510
Latest Major Action: 10/26/2001 Became Public Law No: 107-56. (H.R. 3162, the USA PATRIOT Act,
H.R. 2975, which passed the House on October 12,
H.R. 3004, the Financial
2001; and S. 1510
Anti-Terrorism Act, were incorporated as Title III in H.R. 3162.)
Title: To deter and punish terrorist acts in the United States and around the world, to enhance law enforcement
investigatory tools, and for other purposes.
SUMMARY AS OF:
10/24/2001--Passed House, without amendment.

(There is 1 other summary)

Uniting and Strengthening America by Providing Appropriate Tools Required to Intercept and Obstruct
Terrorism (USA PATRIOT ACT) Act of2001 Establishes in the Treasury the Counterterrorism Fund.
(Sec. 102) Expresses the sense of Congress that: (1) the civil rights and liberties of all Americans, including
Arab Americans, must be protected, and that every effort must be taken to preserve their safety; (2) any acts of
violence or discrimination against any Americans be condemned; and (3) the Nation is called upon to recognize
the patriotism of fellow citizens from all ethnic, racial, and religious backgrounds.
(Sec. 103) Authorizes appropriations for the Federal Bureau of Investigation's (FBI) Technical Support Center.
(Sec. 104) Authorizes the Attorney General to request the Secretary of Defense to provide assistance in support
of Department of Justice (DOJ) activities relating to the enforcement of Federal criminal code (code) provisions
regarding the use of weapons of mass destruction during an emergency situation involving a weapon (currently,
chemical weapon) of mass destruction.
(Sec. 105) Requires the Director of the U.S. Secret Service to take actions to develop a national network of
electronic crime task forces throughout the United States to prevent, detect, and investigate various forms of
electronic crimes, including potential terrorist attacks against critical infrastructure and financial payment
systems.
(Sec. 106) Modifies provisions relating to presidential authority under the International Emergency Powers Act
to: (1) authorize the President, when the United States is engaged in armed hostilities or has been attacked by a
foreign country or foreign nationals, to confiscate any property subject to U.S. jurisdiction of a foreign person,
organization, or country that he determines has planned, authorized, aided, or engaged in such hostilities or
attacks (the rights to which shall vest in such agency or person as the President may designate); and (2) provide
that, in any judicial review of a determination made under such provisions, if the determination was based on
classified information such information may be submitted to the reviewing court ex parte and in camera.
Title II: Enhanced Surveillance Procedures - Amends the Federal criminal code to authorize the interception
of wire, oral, and electronic communications for the production of evidence of: (1) specified chemical weapons
or terrorism offenses; and (2) computer fraud and abuse.
(Sec. 203) Amends rule 6 of the Federal Rules of Criminal Procedure (FRCrP) to permit the sharing of grand
jury information that involves foreign intelligence or counterintelligence with Federal law enforcement,
'~"
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intelligence, protective, immigration, national defense, or national security officials (such officials), subject to

specified requirements.
Authorizes an investigative or law enforcement officer, or an attorney for the Government, who, by authorized
means, has obtained knowledge of the contents of any wire, oral, or electronic communication or evidence
derived therefrom to disclose such contents to such officials to the extent that such contents include foreign
intelligence or counterintelligence.
Directs the Attorney General to establish procedures for the disclosure of information (pursuant to the code and
the FRCrP) that identifies a United States person, as d~fined in the Foreign Intelligence Surveillance Act of
1978 (FISA).
.
Authorizes the disclosure of foreign intelligence or counterintelligence obtained as part of a criminal
investigation to such officials.
(Sec. 204) Clarifies that nothing in code provisions regarding pen registers shall be deemed to affect the
acquisition by the Government of specified foreign intelligence information, and that procedures under FISA
shall be the exclusive means by which electronic surveillance and the interception of domestic wire and oral

(Sec. 205) Authorizes the Director of the FBI to expedite the employment of personnel as translators to support
counter-terrorism investigations and operations without regard to applicable Federal personnel requirements.
Requires: (1) the Director to establish such security requirements as necessary for such personnel; and (2) the
Attorney General to report to the House and Senate Judiciary Committees regarding translators.
(Sec. 206) Grants roving surveillance authority under FISA after requiring a court order approving an electronic
surveillance to direct any person to furnish necessary information, facilities, or technical assistance in
circumstances where the Court finds that the actions of the surveillance target may have the effect of thwarting
the identification of a specified person.
(Sec. 207) Increases the duration ofFISA surveillance permitted for non-U.S. persons who are agents of a
foreign power.
(Sec. 208) Increases (from seven to 11) the number of district court judges designated to hear applications for
and grant orders approving electronic surveillance. Requires that no fewer than three reside within 20 miles of
the District of Columbia.
(Sec. 209) Permits the seizure of voice-mail messages under a warrant.
(Sec. 210) Expands the scope of subpoenas for records of electronic communications to include the length and
types of service utilized, temporarily assigned network addresses, and the means and source of payment
(including any credit card or bank account number).
(Sec. 211) Amends the Communications Act of 1934 to permit specified disclosures to Government entities,
except for records revealing cable subscriber selection of video programming from a cable operator.
(Sec. 212) Permits electronic communication and remote computing service providers to make emergency
disclosures to a governmental entity of customer electronic communications to protect life and limb.
(Sec. 213) Authorizes Federal district courts to allow a delay of required notices of the execution of a warrant if
immediate notice may have an adverse result and under other specified circumstances.
(Sec. 214) Prohibits use of a pen register or trap and trace devices in any investigation to protect against
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international terrorism or clandestine intelligence activities that is conducted solely on the basis of activities
protected by the first amendment to the U.S. Constitution.
(Sec. 215) Authorizes the Director of the FBI (or designeeyto apply for a court order requiring production of
certain business records for foreign intelligence and international terrorism investigations. Requires the
Attorney General to report to the House and Senate.Intelligence and Judiciary Committees semi-annually.
(Sec. 216) Amends the code to: (1) require a trap and fracedevice to restrict recoding or decoding so as not to
include the contents of a wire or electronic communication; (2) apply a court order for a pen register or trap and
trace devices to any person or entity providing wire or electronic communication service in the United States
whose assistance may facilitate execution of the order; (3) require specified records kept on any pen register or
trap and trace device on a packet-switched data network of a provider of electronic communication service to
the public; and (4) allow a trap and trace device to identify the source (but not the contents) of a wire or
electronic communication.
(Sec. 217) Makes it lawful to intercept the wire or electronic communication of a computer trespasser in certain
circumstances.
(Sec. 218) Amends FISA to require an application for an electronic surveillance order or search warrant to
certify that a significant purpose (currently, the sole or main purpose) of the surveillance is to obtain foreign
intelligence information.
(Sec. 219) Amends rule 41 of the FRCrP to permit Federal magistrate judges in any district in which
terrorism-related activities may have occurred to issue search warrants for searches within or outside the
district.
(Sec. 220) Provides for nationwide service of search warrants for electronic evidence.
(Sec. 221) Amends the Trade Sanctions Reform and Export Enhancement Act of 2000 to extend trade sanctions
to the territory of Afghanistan controlled by the Taliban.
(Sec. 222) Specifies that: (1) nothing in this Act shall impose any additional technical obligation or requirement
on a provider of a wire or electronic communication service or other person to furnish facilities or technical
assistance; and (2) a provider of such service, and a landlord, custodian, or other person who furnishes such
facilities or technical assistance, shall be reasonably comp~nsated for such reasonable expenditures incurred in
providing such facilities or assistance.
'
(Sec. 223) Amends the Federal criminal-code to provide for administrative discipline of Federal officers or
employees who violate prohibitions against unauthorized disclosures of information gathered under this Act.
Provides for civil actions against the United States for damages by any person aggrieved by such violations.
(Sec. 224) Terminates this title on December 31, 2005, except with respect to any particular foreign intelligence
investigation beginning before that date, or any particular offense or potential offense that began or occurred
before it.
(Sec. 225) Amends the Foreign Intelligence Surveillance Act of 1978 to prohibit a cause of action in any court
against a provider of a wire or electronic communication service, landlord, custodian, or any other person that
furnishes any information, facilities, or technical assistance in accordance with a court order or request for
emergency assistance under such Act (for example, with ~e~pect to a wiretap).

Title III: International Money Laundering Abatement and Anti-Terrorist Financing Act of 2001 International Money Laundering Abatement and Financial Anti-Terrorism Act of2001- Sunsets this Act after
the first day of FY 2005 if Congress enacts a specified joint resolution to that effect.
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Subtitle A: International Counter Money Laundering and Related Measures - Amends Federal law
governing monetary transactions to prescribe procedural guidelines under which the Secretary of the Treasury
(the Secretary) may require domestic financial institutions and agencies to take specified measures·ifthe
Secretary finds that reasonable grounds exist for concluding that jurisdictions, financial institutions, types of
accounts, or transactions operating outside or within the United States, are of primary money laundering
concern. Includes mandatory disclosure of specified infonnation relating to certain correspondent accounts.
(Sec. 312) Mandates establishment of due diligence mechanisms to detect and report money laundering
transactions through private banking accounts and correspondent accounts.
(Sec. 313) Prohibits U.S. correspondent accounts with foreign shell banks.
(Sec. 314) Instructs the Secretary to adopt regulations to encourage further cooperation among financial
institutions, their regulatory authorities, and law enforcement authorities, with the specific purpose of
encouraging regulatory authorities and law enforcement authorities to share with financial institutions
information regarding individuals, entities, and organizations engaged in or reasonably suspected (based on
credible evidence) of engaging in terrorist acts or money laundering activities. Authorizes such regulations to
create procedures for cooperation and infonnation sharing on matters specifically related to the finances of
terrorist groups as well as their relationships with international narcotics traffickers.
Requires the Secretary to distribute annually to financial institutions a detailed analysis identifying patterns of
suspicious activity and other investigative insights derived from suspicious activity reports and investigations
by Federal, State, and local law enforcement agencies.
(Sec. 315) Amends Federal criminal law to include foreign corruption offenses as money laundering crimes.
(Sec. 316) Establishes the right of property owners to contest confiscation of property under law relating to
confiscation of assets of suspected terrorists.
(Sec. 317) Establishes Federal jurisdiction over: (1) foreign money launderers (including their assets held in the
United States); and (2) money that is laundered through a foreign bank.
(Sec. 319) Authorizes the forfeiture of money laundering funds from interbank accounts. Requires a covered
financial institution, upon request of the appropriate Federal banking agency, to make available within 120
hours all pertinent information related to anti-money laundering compliance by the institution or its customer.
Grants the Secretary summons and subpoena powers over foreign banks that maintain a correspondent bank in
the United States. Requires a covered financial institution to terminate within ten business days any
correspondent relationship with a foreign bank after receipt of written notice that the foreign bank has failed to
comply with certain judicial proceedings. Sets forth civil penalties for failure to tenninate such relationship.
(Sec. 321) Subjects to record and report requirements fOJ; monetary instrument transactions: (1) any credit
union; and (2) any futures commission merchant, commodity trading advisor,and commodity pool operator
registered, or required to register, under the Commodity Exchange Act.
(Sec. 323) Authorizes Federal application for restraining orders to preserve the availability of property subject
to a foreign forfeiture or confiscation judgment.
(Sec. 325) Authorizes the Secretary to issue regulations to ensure that concentration accounts of financial
institutions are not used to prevent association of the identity of an individual customer with the movement of

(Sec. 326) Directs the Secretary to issue regulations prescribing minimum standards for financial institutions
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regarding customer identity in connection with the opening of accounts.
Requires the Secretary to report to Congress on: (1) the most timely and effective way to require foreign
nationals to provide domestic financial institutions and agencies with appropriate and accurate information; (2)
whether to require foreign nationals to obtain an identification number (similar to a Social Security or tax
identification number) before opening an account with a domestic financial institution; and (3) a system for
domestic financial institutions and agencies to review Government agency information to verify the identities of
such foreign nationals.
(Sec. 327) Amends the Bank Holding Company Act of 1956 and the Federal Deposit Insurance Act to require
consideration of the effectiveness of a company or companies in combating money laundering during reviews
of proposed bank shares acquisitions or mergers.
(Sec. 328) Directs the Secretary take reasonable steps to encourage foreign governments to require the inclusion
of the name of the originator in wire transfer instructions sent to the United States and other countries, with the
information to remain with the transfer from its origination until the point of disbursement. Requires annual
progress reports to specified congressional committees.
(Sec. 329) Prescribes criminal penalties for Federal officials or employees who seek or accept bribes in
connection with administration of this title.
(Sec. 330) Urges U.S. negotiations for international cooperation in investigations of money laundering,
financial crimes, and the finances of terrorist groups, including record sharing by foreign banks with u.S. law
enforcement officials and domestic financial institutioJi·supervisors.

Subtitle B: Bank Secrecy Act Amendments and Related Improvements - Amends Federal law known as the
Bank Secrecy Act to revise requirements for civil liability immunity for voluntary financial institution
disclosure of suspicious activities. Authorizes the inclusion of suspicions of illegal activity in written
employment references.
(Sec. 352) Authorizes the Secretary to exempt from minimum standards for anti-money laundering programs
any financial institution not subject to certain regulations governing financial recordkeeping and reporting of
currency and foreign transactions.
(Sec. 353) Establishes civil penalties for violations of geographic targeting orders and structuring transactions
to evade certain recordkeeping requirements. Lengthens the effective period of geographic targeting orders
from 60 to 180 days.
(Sec. 355) Amends the Federal Deposit Insurance Act to permit written employment references to contain
suspicions of involvement in illegal activity.
(Sec. 356) Instructs the Secretary to: (1) promulgate regulations requiring registered securities brokers and
dealers, futures commission merchants, commodity trading advisors, and commodity pool operators, to file
reports of suspicious financial transactions; (2) report to Congress on the role of the Internal Revenue Service in
the administration of the Bank Secrecy Act; and (3) share monetary instruments transactions records upon
request of a u.S. intelligence agency for use in the conduct of intelligence or counterintelligence activities,
including analysis, to protect against international terrorism.
(Sec. 358) Amends the Right to Financial Privacy Act to permit the transfer of financial records to other
agencies or departments upon certification that the records are relevant to intelligence or counterintelligence
activities related to international terrorism.
Amends the Fair Credit Reporting Act to require a consumer reporting agency to furnish all information in a
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consumer's file to a government agency upon certification that the records are relevant to intelligence or
counterintelligence activities related to international terrorism.
(Sec. 359) Subjects to mandatory records and reports on monetary instruments transactions any licensed sender
of money or any other person who engages as a business in the transmission of funds, including through an
informal value transfer banking system or network (e.g., hawala) of people facilitating the transfer of money
domestically or internationally outside of the conventional financial institutions system.
(Sec. 360) Authorizes the Secretary to instruct the United States Executive Director of each international
financial institution to use his or her voice and vote to: (1) support the use of funds for a country (and its
institutions) which contributes to u.S. efforts against international terrorism; and (2) require an auditing of
disbursements to ensure that no funds are paid to persons who commit or support terrorism.
(Sec. 361) Makes the existing Financial Crimes Enforcement Network a bureau in the Department of the
Treasury.
(Sec. 362) Directs the Secretary to establish a highly secure network in the Network that allows financial
institutions to file certain reports and receive alerts and other information regarding suspicious activities
warranting immediate and enhanced scrutiny.
(Sec. 363) Increases to $1 million the maximum civil penalties (currently $10,000) and criminal fines (currently
$250,000) for money laundering. Sets a minimum civil penalty and criminal fine of double the amount of the
illegal transaction.
(Sec. 364) Amends the Federal Reserve Act to provide for uniform protection authority for Federal Reserve
facilities, including law enforcement officers authorized to carry firearms and make warrantless arrests.
(Sec. 365) Amends Federal law to require reports relating to coins and currency of more than $10,000 received
in a nonfinancial trade or business.
(Sec. 366) Directs the Secretary to study and report to Congress on: (1) the possible expansion of the currency
transaction reporting requirements exemption system; and (2) methods for improving financial institution
utilization·of the system as a way of reducing the submission of currency transaction reports that have little or
no value for law enforcement purposes.

Subtitle C: Currency Crimes - Establishes as a bulk cash smuggling felony the knowing concealment and
attempted transport (or transfer) across U.S. borders of currency and monetary instruments in excess of
$10,000, with intent to evade specified currency reporting requirements.
(Sec. 372) Changes from discretionary to mandatory a court's authority to order, as part of a criminal sentence,
forfeiture of all property involved in certain currency reporting offenses. Leaves a court discretion to order civil
forfeitures in money laundering cases.
(Sec. 373) Amends the Federal criminal code to revise the prohibition of unlicensed (currently, illegal) money
transmitting businesses.
(Sec. 374) Increases the criminal penalties for counterfeiting domestic and foreign currency and obligations.
(Sec. 376) Amends the Federal criminal code to extend the prohibition against the laundering of money
instruments to specified proceeds of terrorism.
(Sec. 377) Grants the United States extraterritorial jurisdiction where: (1) an offense committed outside the
United States involves an access device issued, owned, managed, or controlled by a financial institution,

A-22

Bill Summary & Status

account issuer, credit card system member, or other entity within u.s. jurisdiction; and (2) the person
committing the offense transports, delivers, conveys, transfers to or through, or otherwise stores, secrets, or
holds within U.S. jurisdiction any article used to assist in the commission of the offense or the proceeds of such
offense or property derived from it.

Title IV: Protecting the Border - Subtitle A: Protecting the Northern Border - Authorizes the Attorney
General to waive certain Immigration and Naturalization Service (INS) personnel caps with respect to ensuring
security needs on the Northern border.
(Sec. 402) Authorizes appropriations to: (1) triple the number of Border Patrol, Customs Service, and INS
personnel (and support facilities) at points of entry and along the Northern border; and (2) INS and Customs for
related border monitoring technology and equipment.
(Sec. 403) Amends the Immigration and Nationality Act to require the Attorney General and the Federal Bureau
of Investigation (FBI) to provide the Department of State and INS with access to specified criminal history
extracts in order to determine whether or not a visa or admissions applicant has a criminal history. Directs the
FBI to provide periodic extract updates. Provides for confidentiality.
Directs the Attorney General and the Secretary of State to develop a technology standard to identify visa and
admissions applicants, which shall be the basis for an electronic system of law enforcement and intelligence
sharing system available to consular, law enforcement, intelligence, and Federal border inspection personnel.
(Sec. 404) Amends the Department of Justice Appropriations Act, 2001 to eliminate certain INS overtime
restrictions.
(Sec. 405) Directs the Attorney General to report on the feasibility of enhancing the Integrated Automated
Fingerprint Identification System and other identification systems to better identify foreign individuals in
connection with U.S. or foreign criminal investigations before issuance of a visa to, or permitting such person's
entry or exit from, the United States. Authorizes appropriations.

Subtitle B: Enhanced Immigration Provisions
scope of aliens ineligible for admission or deportable due to terrorist activities to include an alien who: (1) is a
representative of a political, social, or similar group whose political endorsement of terrorist acts undermines
u.S. antiterrorist efforts; (2) has used a position of prominence to endorse terrorist activity, or to persuade
others to support such activity in a way that undermines U.S. antiterrorist efforts (or the child or spouse of such
an alien under specified circumstances); or (3) has been associated with a terrorist organization and intends to
engage in threatening activities while in the United States.
(Sec. 411) Includes within the definition of "terrorist activity" the use of any weapon or dangerous device.
Redefmes "engage in terrorist activity" to mean, in an individual capacity or as a member of an organization, to:
(1) commit or to incite to commit, under circumstances indicating an intention to cause death or serious bodily
injury, a terrorist activity; (2) prepare or plan a terrorist activity; (3) gather information on potential targets for
terrorist activity; (4) solicit funds or other things of value for a terrorist activity or a terrorist organization (with
an exception for lack of knowledge); (5) solicit any individual to engage in prohibited conduct or for terrorist
organization membership (with an exception for lack of knowledge); or (6) commit an act that the actor knows,
or reasonably should know, affords material support, including a safe house, transportation, communications,
funds, transfer of funds or other material financial benefit, false documentation or identification, weapons
(including chemical, biological, or radiological weapons), explosives, or training for the commission of a
terrorist activity; to any individual who the actor knows or reasonably should know has committed or plans to
commit a terrorist activity; or to a terrorist organization (with an exception for lack of knowledge).
Defines "terrorist organization" as a group: (1) designated under the Immigration and Nationality Act or by the
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Secretary of State; or (2) a group of two or more individuals, whether related or not, which engages in
terrorist-related activities.
Provides for the retroactive application of amendments under this Act. Stipulates that an alien shall not be
considered inadmissible or deportable because of a relationship to an organization that was not designa:ted as a
terrorist organization prior to enactment of this Act. States that the amendments under this section shall apply to
all aliens in exclusion or deportation proceedings on or after the date of enactment of this Act.
Directs the Secretary of State to notify specified congressional leaders seven days prior to designating an
organization as a terrorist organization. Provides for organization redesignation or revocation.
(Sec. 412) Provides for mandatory detention until removal from the United States (regardless of any relief from
removal) of an alien certified by the Attorney General as a suspected terrorist or threat to national security.
Requires release of such alien after seven days if removal proceedings have not commenced, or the alien has not
been· charged with a criminal offense. Authorizes detention for additional periods of up to six months of an
alien not likely to be deported in the reasonably foreseeable future only if release will threaten U.S. national
security or the safety of the community or any person. Limits judicial review to habeas corpus proceedings in
the u.S. Supreme Court, the U.S. Court of Appeals for the District of Columbia, or any district court with
jurisdiction to entertain a habeas corpus petition. Restricts to the U.S. Court of Appeals for the District of
Columbia the right of appeal of any final order by a circuit or district judge.
(Sec. 413) Authorizes the Secretary of State, on a reciprocal basis, to share criminal- and terrorist-related visa
lookout information with foreign governments.
(Sec. 414) Declares the sense of Congress that the Attorney General should: (1) fully implement the integrated
entry and exit data system for airports, seaports, and land border ports of entry with all deliberate speed; and (2)
begin immediately establishing the Integrated Entry and Exit Data System Task Force. Authorizes
appropriations.
Requires the Attorney General and the Secretary of State, in developing the integrated entry and exit data
system, to focus on the use of biometric technology and the development of tamper-resistant documents
readable at ports of entry.
(Sec. 415) Amends the Immigration and Naturalization Service Data Management Improvement Act of2000 to
include the Office of Homeland Security in the Integrated Entry and Exit Data System Task Force.
(Sec. 416) Directs the Attorney General to implement fully and expand the foreign student monitoring program
to include other approved educational institutions like air flight, language training, or vocational schools.
(Sec. 417) Requires audits and reports on implementation of the mandate for machine readable passports.
(Sec. 418) Directs the Secretary of State to: (1) review how consular officers issue visas to determine if
consular shopping is a problem; and (2) if it is a problem, take steps to address it, and report on them to
Congress.
.

Subtitle C:Preservation of Immigration Benefits for Victims of Terrorism - Authorizes the Attorney
General to provide permanent resident status through the special immigrant program to an alien (and spouse,
child, or grandparent under specified circumstances) who was the beneficiary of a petition filed on or before
September 11, 2001, to grant the alien permanent residence as an employer-sponsored immigrant or of an
application for labor certification if the petition or application was rendered null because of the disability of the
beneficiary or loss of employment due to physical damage to, or destruction of, the business of the petitioner or
applicant as a direct result of the terrorist attacks on September 11, 2001 (September attacks), or because of the
death of the petitioner or applicant as a direct result of such attacks.
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(Sec. 422) States that an alien who was legally in a nonimmigrant status and was disabled as a direct result of
the September attacks may remain in the United States until his or her normal status termination date or
September, 11, 2002. Includes in such extension the spouse or child of such an alien or of an alien who was
killed in such attacks. Authorizes employment during such period.
Extends specified immigration-related deadlines and other filing requirements for an alien (and spouse and
child) who was directly prevented from meeting such requirements as a result of the September attacks
respecting: (1) nonimmigrant status and status revision; (2) diversity immigrants; (3) immigrant visas; (4)
parolees; and (5) voluntary departure.
(Sec. 423) Waives, under specified circumstances, the requirement that an alien spouse (and child) of a u.S.
citizen must have been married for at least two years prior to such citizen's death in order to maintain immediate
relative status if such citizen died as a direct result of the September attacks. Provides for: (1) continued
family-sponsored immigrant eligibility for the spouse, child, or unmarried son or daughter of a permanent
resident who died as a direct result of such attacks; and (2) continued eligibility for adjustment of status for the
spouse and child of an employment-based immigrant who died similarly.
(Sec. 424) Amends the Immigration and Nationality Act to extend the visa categorization of "child" for aliens
with petitions filed on or before September 11, 2001, for aliens whose 21st birthday is in September 2001 (90
days), or after September 2001 (45 days).
(Sec. 425) Authorizes the Attorney General to provide temporary administrative relief to an alien who, as of
September, 10,2001, was lawfully in the United States and was the spouse, parent, or child of an individual
who died or was disabled as a direct result of the September attacks.
(Sec. 426) Directs the Attorney General to establish evidentiary guidelines for death, disability, and loss of
employment or destruction of business in connection with the provisions of this subtitle.
(Sec. 427) Prohibits benefits to terrorists or their family members.

Title V: Removing Obstacles to Investigating Terrorism - Authorizes the Attorney General to pay rewards
from available funds pursuant to public advertisements for assistance to DOJ to combat terrorism and defend
the Nation against terrorist acts, in accordance with procedures and regulations established or issued by the
Attorney General, subject to specified conditions, including a prohibition against any such reward of $250,000
or more from being made or offered without the personal approval of either the Attorney General or the
President.
(Sec. 502) Amends the State Department Basic Authorities Act of 1956 to modify the Department of State
rewards program to authorize rewards for information leading to: (1) the dismantling ofa terrorist organization
in whole or significant part; and (2) the identification or location of an individual who holds a key leadership
position in a terrorist organization. Raises the limit on rewards if the Secretary State determines that a larger
sum is necessary to combat terrorism or defend the Nation against terrorist acts.
(Sec. 503) Amends the DNA Analysis Backlog Elimination Act of 2000 to qualify a Federal terrorism offense
for collection of DNA for identification.
(Sec. 504) Amends FISA to authorize consultation among Federal law enforcement officers regarding
information acquired from an electronic surveillance or physical search in terrorism and related investigations
or protective measures.
(Sec. 505) Allows the FBI to request telephone toll and transactional records, financial records, and consumer
reports in any investigation to protect against international terrorism or clandestine intelligence activities only if
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the investigation is not conducted solely on the basis of activities protected by the first amendment to the u.s.
Constitution.
(Sec. 506) Revises U.S. Secret Service jurisdiction with respect to fraud and related activity in connection with
computers. Grants the FBI primary authority to investigate specified fraud and computer related activity for
cases involving espionage, foreign counter-intelligence, information protected against unauthorized disclosure
for reasons of national defense or foreign relations, or restricted data, except for offenses affecting Secret
Service duties.
(Sec. 507) Amends the General Education Provisions Act and the National Education Statistics Act of 1994 to
provide for disclosure of educational records to the Attorney General in a terrorism investigation or
prosecution.

Title VI: Providing for Victims of Terrorism, Public Safety Officers, and Their Families - Subtitle A: Aid
to Families of Public Safety Officers - Provides for expedited payments for: (1) public safety officers involved
in the prevention, investigation, rescue, or recovery efforts related to a terrorist attack; and (2) heroic public
safety officers. Increases Public Safety ·Officers Benefit Program payments.

Subtitle B: Amendments to the Victims of Crime Act of 1984 - Amends the Victims of Crime Act of 1984
to: (1) revise provisions regarding the allocation of funds for compensation and assistance, location of
compensable crime, and the relationship of crime victim compensation to means-tested Federal benefit
programs and to the September 11 th victim compensation fund; and (2) establish an antiterrorism emergency
reserve in the Victims of Crime Fund.
Title VII: Increased Information Sharing for Critical Infrastructure Protection - Amends the Omnibus
Crime Control and Safe Streets Act of 1968 to extend Bureau of Justice Assistance regional information sharing
system grants to systems that enhance the investigation and prosecution abilities of participating Federal, State,
and local law enforcement agencies in addressing multi-jurisdictional terrorist conspiracies and activities.
Authorizes appropriations.

Title VIII: Strengthening the Criminal Laws Against Terrorism - Amends the Federal criminal code to
prohibit specific terrorist acts or otherwise destructive, disruptive, or violent acts against mass transportation
vehicles, ferries, providers, employees, passengers, or operating systems.
(Sec. 802) Amends the Federal criminal code to: (1) revise the definition of "international terrorism" to include
activities that appear to be intended to affect the conduct of government by mass destruction; and (2) define
"domestic terrorism" as activities that occur primarily within U.S. jurisdiction, that involve criminal acts
dangerous to human life, and that appear to be intended to intimidate or coerce a civilian population, to
influence government policy by intimidation or coercion, or to affect government conduct by mass destruction,
assassination, or kidnapping.
(Sec. 803) Prohibits harboring any person knowing or having reasonable grounds to believe that such person
has committed or to be about to commit a terrorism offense.
(Sec. 804) Establishes Federal jurisdiction over crimes committed at U.S. facilities abroad.
(Sec. 805) Applies the prohibitions against providing material support for terrorism to offenses outside of the
.United States.
(Sec. 806) Subjects to civil forfeiture all assets, foreign or domestic, of terrorist organizations.
(Sec. 808) Expands: (1) the offenses over which the Attorney General shall have primary investigative
jurisdiction under provisions governing acts of terrorism transcending national boundaries; and (2) the offenses
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included within the defmition of the Federal crime of terrorism.
(Sec. 809) Provides that there shall be no statute of limitations for certain terrorism offenses if the commission
of such an offense resulted in, or created a foreseeable risk of, death or serious bodily injury to another person.
(Sec. 810) Provides for alternative maximum penalties for specified terrorism crimes.
(Sec. 811) Makes: (1) the penalties for attempts and conspiracies the same as those for terrorism offenses; (2)
the supervised release terms for offenses with terrorism predicates any term of years or life; and (3) specified
terrorism crimes Racketeer Influenced and Corrupt Organizations statute predicates.
(Sec. 814) Revises prohibitions and penalties regarding fraud and related activity in connection with computers
to include specified cyber-terrorism offenses.
(Sec. 816) Directs the Attorney General to establish regional computer forensic laboratories, and to support
existing laboratories, to develop specified cyber-security capabilities.
(Sec. 817) Prescribes penalties for knowing possession in certain circumstances of biological agents, toxins, or
delivery systems, especially by certain restricted persons.

Title IX: Improved Intelligence - Amends the National Security Act of 1947 to require the Director of Central
Intelligence (DCI) to establish requirements and priorities for foreign intelligence collected under the Foreign
Intelligence Surveillance Act of 1978 and to provide assistance to the Attorney General (AG) to ensure that
in(ormation derived from electronic surveillance or physical searches is disseminated for efficient and effective
foreign intelligence purposes. Requires the inclusion of international terrorist activities within the scope of
foreign intelligence under such Act.
(Sec. 903) Expresses the sense of Congress that officers and employees of the intelligence community should
establish and maintain intelligence relationships to acquire information on terrorists and terrorist organizations.
(Sec. 904) Authorizes deferral of the submission to Congress of certain reports on intelligence and
intelligence-related matters until: (1) February 1, 2002; or (2) a date after February 1, 2002, if the official
involved certifies that preparation and submission on February 1, 2002, will impede the work of officers or
employees engaged in counterterrorism activities. Requires congressional notification of any such deferral.
(Sec. 905) Requires the AG or the head of any other Federal department or agency with law enforcement
responsibilities to expeditiously disclose to the DCI any foreign intelligence acquired in the course of a criminal
investigation.
(Sec. 906) Requires the AG, DCI, and Secretary of the Treasury to jointly report to Congress on the feasibility
and desirability ofreconfiguring the Foreign Asset Tracking Center and the Office of Foreign Assets Control to
provide for the analysis and dissemination of foreign intelligence relating to the financial capabilities and
resources of international terrorist organizations.
(Sec. 907) Requires the DCI to report to the appropriate congressional committees on the establishment and
maintenance of the National Virtual Translation Center for timely and accurate translation of foreign
intelligence for elements of the intelligence community.
(Sec. 908) Requires the AG to provide a program of training to Government officials regarding the
identification and use of foreign intelligence.

Title X: Miscellaneous - Directs the Inspector General of the Department of Justice to designate one official to
review allegations of abuse of civil rights, civil liberties, and racial and ethnic profiling by government
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employees and officials.
(Sec. 1002) Expresses the sense of Congress condemning acts of violence or discrimination against any
American, including Sikh-Americans. Calls upon local and Federal law enforcement authorities to prosecute to
the fullest extent of the law all those who commit crimes.
(Sec. 1004) Amends the Federal criminal code with respect to venue in money laundering cases to allow a
prosecution for such an offense to be brought in: (1) any district in which the financial or monetary transaction
is conducted; or (2) any district where a prosecution for the underlying specified unlawful activity could be
brought, if the defendant participated in the transfer of the proceeds of the specified unlawful activity from that
district to the district where the financial or monetary transaction is conducted.
States that: (1) a transfer of funds from one place to another, by wire or any other means, shall constitute a
single, continuing transaction; and (2) any person who conducts any portion of the transaction may be charged
in any district in which the transaction takes place.
Allows a prosecution for an attempt or conspiracy offense to be brought in the district where venue would lie
for the completed offense, or in any other district where an act in furtherance of the attempt or conspiracy took
place.
(Sec. 1005) First Responders Assistance Act - Directs the Attorney General to make grants to State and local
governments to improve the ability of State and local law enforcement, fire department, and first responders to
respond to and prevent acts of terrorism. Authorizes appropriations.
(Sec. 1006) Amends the Immigration and Nationality Act to make inadmissible into the United States any alien
engaged in money laundering. Directs the Secretary of State to develop a money laundering watchlist which:
(1) identifies individuals worldwide who are known or suspected of money laundering; and (2) is readily
accessible to, and shall be checked by, a consular or other Federal official before the issuance of a visa or
admission to the United States.
(Sec. 1007) Authorizes FY 2002 appropriations for regional antidrug training in Turkey by the Drug
Enforcement Administration for police, as well as increased precursor chemical control efforts in South and
Central Asia.
(Sec. 1008) Directs the Attorney General to conduct a feasibility study and report to Congress on the use of a
biometric identifier scanning system with access to the FBI integrated automated fingerprint identification
system at overseas consular posts and points of entry to the United States.
(Sec. 1009) Directs the FBI to study and report to Congress on the feasibility of providing to airlines access via
computer to the names of passengers who are suspected of terrorist activity by Federal officials. Authorizes
appropriations.
(Sec. 1010) Authorizes the use of Department of Defense funds to contract with local and State governments,
during the period of Operation Enduring Freedom, for the performance of security functions at U. S. military
installations.
(Sec. 1011) Crimes Against Charitable Americans Act of2001 - Amends the Telemarketing and Consumer
Fraud and Abuse Prevention Act to cover fraudulent charitable solicitations. Requires any person engaged in
telemarketing for the solicitation of charitable contributions, donations, or gifts to disclose promptly and clearly
the purpose of the telephone call.
(Sec. 1012) Amends the Federal transportation code to prohibit States from licensing any individual to operate a
motor vehicle transporting hazardous material unless the Secretary of Transportation determines that such
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individual does not pose a security risk warranting denial of the license. Requires background checks of such

(Sec. 1013) Expresses the sense of the Senate on substantial new u.S. investment in bioterrorism preparedness
and response.
(Sec. 1014) Directs the Office for State and Local D01l1estic Preparedness Support of the Office of Justice
Programs to make grants to enhance State and local capability to prepare for and respond to terrorist acts.
Authorizes appropriations for FY 2002 through 2007.
(Sec. 1015) Amends the Crime Identification Technology Act of 1998 to extend it through FY 2007 and
provide for antiterrorism grants to States and localities. Authorizes appropriations.
(Sec. 1016) Critical Infrastructures Protection Act of2001 - Declares it is U.S. policy: (1) that any physical or
virtual disruption of the operation of the critical infrastructures of the United States be rare, brief,
geographically limited in effect, manageable, and minimally detrimental to the economy, human and
government services, and U.S. national security; (2) that actions necessary to achieve this policy be carried out
in a public-private partnership involving corporate and non-governmental organizations; and (3) to have in
place a comprehensive and effective program to ensure the continuity of essential Federal Government
functions under all circumstances.
Establishes the National Infrastructure Simulation and Analysis Center to serve as a source of national
competence to address critical infrastructure protection and continuity through support for activities related to
counterterrorism, threat assessment, and risk mitigation.
Defines critical infrastructure as systems and assets,whether physical or virtual, so vital to the United States
that their incapacity or destruction would have a debilitating impact on security, national economic security,
national public health or safety, or any combination of those matters.
Authorizes appropriations.
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CHECK FRAUD
I.

INTRODUCTION
Financial fraud is reaching crisis proportions, with identity theft one of the fastest
growing crimes in the U.S. Identity theft-topped the list of consumer fraud complaints in
2001, according to the Federal Trade Commission, accounting for 42 percent of the
204,000 complaints entered into the FTC s Consumer Sentinel database. The FBI
estimates that there are over 500,000 victims of identity theft each year and some law
enforcement agencies estimate the figure even higher. When the FTC launched its
Identity Theft Hotline in 1999, the service answered 285 calls per week. By January
2001, the calls averaged 2,300 per week.
The increase in financial fraud can certainly be attributed to the increase in identity theft.
Identity thieves use the internet and modem electronic funds transfer technology to
perpetrate the fraud, although many also still rely on traditional fraud schemes to commit
the crime, including check fraud. And technology plays a key role by facilitating the
production of counterfeit and fictitious checks as well as false identification.
Whether due to identity theft or old-fashioned criminal methods, check fraud is one of the
largest challenges facing financial institutions.

II.

LIABILITY OF PARTIES TO A NEGOTIABLE INSTRUMENT RULE
A.

Since the criminal is frequently judgment-proof (i.e., he has no assets, is in jail,
has disappeared or has filed for bankruptcy protection), the victim must look
elsewhere to recover losses resulting from the wrongdoing. Potential defendants
are the other parties to the instrument, frequently the drawee bank or the
depositary. bank.
Parties:

B.

GENERAL

drawer (account owner)
payor bank (bank of account)
payee (party to whom check is payable and who must endorse
check for payment)
endorser (any endorser of check, including payee)
depositary bank (bank where check was first presented for
deposit or cash)
collecting bank (bank in chain of collection which is not drawee
bank or depositary bank)

Check fraud commonly arises out of one of two types of fact situations:
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Outsider Thief - Thief physically or by use of technology and steals blank
identity, physical checks, account numbers, etc., which enable him to issue
fraudulent checks
Insider Thief - Thief is an employee or someone with access to account
information, blank checks, computer system and money management/online
banking software which prints checks
In these scenarios, the variations on these facts are limited only by the
imagination of the criminal mind!
C.

Common check fraud schemes:
•
•
•
•

D.

Altered, either as to the payee or the amount
Counterfeited
Forged, either as to signature or endorsement
Drawn on closed accounts

General Rules
1.

2.

The payor bank may charge against the account of a customer an item that
is properly payable from that account.
a)

What does it mean to be properly payable? An item must have
been authorized by the customer and must be in accordance with
any agreement between the customer and its bank. (UCC 4-401).

b)

In the case of a forged drawer s signature, because Thief was not
authorized to sign Drawer s name, the signature is ineffective as
the signature of Drawer unless some provision of the Uniform
Commercial Code makes it effective.

c)

In the case of a forged endorsement, because the drawer s
signature was not forged, it is not a forged check. Rather, the
problem is that it bears a forged endorsement, and under the uee
the signature by Thief is ineffective as the endorsement of Payee,
and Thief cannot negotiate the check and nobody can obtain rights
as a holder unless some provisions of the UCC provides otherwise.

As a check is presented to the depositary bank, moves through the
collection system to an intermediary or collecting bank, and is presented
for payment to the payor bank, warranties and standards of care are
imposed on the various banks.
a)

These warranties and standards of care differ depending on the
position of the bank in the chain of collection.
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b)

Dee 3-416(a) and 3-417(a) , and Dee 4-207(a) and 4-208(a)
automatically impose substantially similar warranties upon
customers and collecting banks as a part of the bank collection
process. In theory, each check (and the attendant liability for
payment) flows, as would a stream, from the drawer to the payee to
the depositary bank and so on to the payor bank. The thief could
appear at any point along the stream. A claim by one party along
the stream may be made against any other party in the stream. A
payor bank may sue upstream if it finds that it has no right to
charge the drawer s account for a forged check that it has paid, in
order to throw the loss on the party who dealt with the thief. A
depository bank could sue downstream if it is liable for paying
over a forged endorsement, in order to throw the loss on the drawer
for drawer negligence.

c)

The warranties include a warranty that there are no unauthorized or
missing endorsements, that the transferor has no knowledge that
the drawer s signature is unauthorized or forged, and that the item
has not been materially altered.

d)

In addition to the above warranties, a customer and collecting bank
who transfers an item and receives a settlement for it warrants to
his transferee who takes the item in good faith, that there is no
defense of any party good against him, and that he has no
knowledge of any insolvency proceeding with respect to a drawer
of the item.

e)

The 1990 revisions to Articles 3 & 4 retain the rule of Price v.
Neal, 3 Burr. 1354 (1762), an old English case, which says that a
payor bank that pays over a forged drawer s signature may not
normally recover that payment from the drawee s account. This
rule is codified at DeC 3-417, which imposes the warranty
scheme. A transferee (other than the payor bank) receives a
warranty from the transferor that all signatures are authentic and
authorized. But the warranty to the payor bank is that the
transferor has no knowledge that the signature of the purported
drawer is unauthorized. If the drawer s signature is forged, but
the transferee has no knowledge of the forgery, the warranty to the
payor bank has not been broken.
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III.

NEGLIGENCE OF CUSTOMER CONTRIBUTING TO A FORGERY OR
ALTERATION
Despite retaining the Price v. Neal rule, the 1990 Revisions to vee Articles 3 & 4 have
shifted responsibility away from banks and to the party in the best position to prevent the
fraud from occurring. Several sections of the VCC modify the general rules referred to
above, and modify them where the negligence of the customer or breach of its duty of
care contributes to the loss.
Concepts of ordinary care and comparative negligence now prevail.

A.

Ordinary Care

1.

All parties to a check have a duty to exercise ordinary care -- RULE:
Failure to exercise ordinary care which substantially contributes to an
alteration or forged signature precludes the assertion of the alteration or
forgery against a party who in good faith pays the instrument or takes it
for value or for collection (UCC 3-406(a))

2.

The UCC does not define failure to exercise ordinary care construction of this phrase has been left to the courts. But Section 3103(a)(7) defines ordinary care as an observance of reasonable
commercial standards, prevailing in the area in which the person is located
and in the industry in which the person is engaged in business. It further
provides that:
In the case of a bank that takes an instrument for processing for
collection or payment by automated means, reasonable commercial
standards do not require the bank to examine the instrument if the failure
to examine does not violate the bank s prescribed procedures and the
bank s procedures do not vary unreasonably from general banking usage
not disapproved by this Article or Article 4.

3.

This revised definition downplays signature verification and recognizes
the automated check collection process. Today, it is commonplace for
banks to process checks electronically and without human intervention.
For example, on an average day, a typical regional bank may process
between 2 million and 3 million on-us checks, those drawn on accounts
maintained at that bank. With this volume, it is physically impossible to
verify every signature. The foregoing is consistent with the migration of
the check from paper to the electronic medium, and with the addition of
check truncation -- the check will be photographed and destroyed and the
electronic message will go alone, making the signature less important.

4.

Each bank should have a policy as to circumstances under which it will
check a signature, with most policies requiring an examination of the
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signature only above a certain dollar amount. Many banks policies
require them to check signatures on every check over $100,000, and with a
random signature verification of checks over $25,000. Also common are
fraud detection systems which alert the bank of potential fraud on
accounts based upon a number of factors: duplicate serial number, serial
number out of range, missing serial number, amount greater than average,
etc. According to Barkley Clark, author of Brady on Bank Checks, the
best approach is for a bank to (1) have a written policy regarding signature
verification that the bank follows, (2) make sure that that policy does not
very substantially from that of comparable institutions, unless the bank
wants to take the lead on a cost-benefit basis, and (3) include a provision
in the deposit agreement that embraces the bank s policy and thereby
gives full disclosure to the customer. The deposit agreement should also
include an acknowledgement that both the bank and the customer consider
the policy to be commercially reasonable.
5•

While this recognition of electronic processing will always protect
collecting banks, and will usually protect drawee banks, it will less often
protect depositary banks for the original reason - the depositary bank must
exercise ordinary care by collecting information in dealing with the
embezzler.

6.

Numerous check security features have been developed by check
manufacturers in recent years to help deter check fraud. These features
make checks difficult to copy, alter, or counterfeit. They include:
• Watermarks - made by applying different degrees of pressure during
the paper manufacturing process. Most watermarks make subtle designs
on the front and back of the checks. They are not easily visible and can be
seen only when they are held up to light at a 45-degree angle. It offers
protection from counterfeiting, because copiers and scanners generally
cannot copy watermarks accurately.
• Copy Void Pantograph -patented designs in the background pattern of
checks. When photocopied, the pattern changes and the word VOID
appears, making the copy non-negotiable.
• Chemical Voids - these involve treating check paper in a manner that is
not detectable until eradicator chemicals contact the paper. When the
chemicals are applied, the treatment causes the word VOID to appear,
making the item nonnegotiable. Checks treated with chemical voids
cannot be altered without detection.
• High Resolution Micro-Printing - very small printing, typically used
for the signature line of a check or around a border, in what appears to be
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a line. or pattern to the naked eye. When magnified, the line or pattern
contains a series of words that run together or become totally illegible if
the check has been photocopied or desktop scanned.

• Three-Dimensional Reflective Holostripe - a holostripe is a metallic
stripe that contains one or more holograms, similar to those on credit
cards. Those items are difficult to forge, scan or reproduce, because they
are produced by a sophisticated, laser-based etching process.
• Security Inks -Security inks react with common eradication chemicals.
These inks reduce a forger s ability to modify the printed dollar amount or
alter the designated payee, because when solvents are applied, a chemical
reaction with the security inks distorts the appearance of the check,
making them difficult to alter without detection.
Further, in recent years many banks have implemented protective measures such
as thumbprinting, a policy requiring the thumbprint of those cashing checks who
do not have an account with the depository bank, as well as other safeguards from
loss such as the funds availability policy (disclosures of which are required by
federal regulation), and increased training of banks front line employees to
recognize common signs of fraud and forgery.

B.

Comparative Negligence
1.

C.

The 1990 Revisions concerning allocation of loss shift from a contributory
negligence standard to a pure form of comparative negligence. This
shift from contributory negligence to comparative fault helps drawee
banks. Under the old version, a drawee bank would bear the entire loss
even though the bank was only 10% negligent and the drawer was 90%
negligent. The public policy basis for this change is simple fairness, but
also encourages settlement by the parties where they realize that both will
have to bear some of the loss.

Substantially Contributes
1.

The failure to exercise ordinary care must have substantially contributed to
the loss to impose liability (Vee 3-406)
Substantially contributes - acts which make the thief}s job easier:
•

•

J

Keeping a rubber stamp for an employer s signature in an unlocked
desk drawer might substantially contribute to an employee· s
embezzlement
Sending a check to a person bearing the right name but in the wrong
state could be a substantial contribution to that person IS forgery
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•

Leaving a large blank space at a critical spot on a check would be a
failure to exercise ordinary care substantially contributing to an
alteration

This is not a direct and proximate cause test, but a less stringent
standard.
2.

D.

Good faith (VCC 1-201(19))- honesty in fact in the conduct or
transaction concerned. This is construed as observance of reasonable
commercial standards of fair dealing -- not a duty of reasonable care, but
requirement that the bank deal fairly.

Failure of Customer to Report Forgery
Customer has a duty under the VCC to examine its monthly statements for
accuracy and to report unauthorized payments to the bank within a reasonable
period of time, not exceeding 30 days (VCC 4-406(c) and Comment 2). This
time period may be less -- it may be modified by agreement under VCC 1-102 by
including provision in the deposit agreement as to what a reasonable time period
is. Failure of the customer to comply with this duty will result in a shifting of the
loss from the bank to the customer (VCC 4-406(d)). If the loss is shifted to the
customer due to the failure to report, the customer may avoid full liability if it can
prove that the bank failed to exercise ordinary care in paying the item that
substantially contributed to the loss, and in that case the loss is shared by the bank
and customer according to their respective percentages of negligence. (4-406(e))

Statute of limitations: a customer is absolutely precluded from asserting a claim
against its bank where it has not within one year after the statement was made
available discovered and reported the unauthorized signature or any alteration,
without regard to exercise of reasonable care by either the customer or the bank
(VCC 4-406(f)).
On its face, this rule imposing a duty to discover applies only to forged checks,
not forged endorsements. And the Revised Article 4 has eliminated any reference
to a three-year statute of limitations as was contained in the Old 4-406. However,
4-411 of the Revised Code imposes a 3-year statute of limitations for all actions
brought under Article 4. Cases holding that a drawer had knowledge of and a
duty to report a forged endorsement are a rarity.
This duty to discover will be relevant particularly in embezzlement cases
involving forged checks and a dishonest employee of the customer who has
access to employer s checkbook and often has duties related to bookkeeping.
In the case of repeated forgeries, the later forgeries could have been easily
prevented if the earlier forgeries had been detected by reviewing cancelled checks
and statements.
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IV.

EMBEZZLEMENT SCHEMES - IMPOSTERS AND FICTITIOUS PAYEES,
PADDED PAYROLL; EMPLOYER'S RESPONSIBILITY
Under the general rule, and absent negligence by the customer, the loss resulting from a
forged endorsement falls on the bank of first deposit, the bank that dealt with the forger.
Sometimes to do ·so would be unfair in the eyes of the law. Those exceptions are the
common forms of embezzlement, referred to as

Imposter cases
Fictitious payee cases
Padded payroll cases
The 1990 Revisions to Articles 3 & 4 of the UCC have shifted responsibility in some fact
situations from the bank to the employer on the theory that employers are best able to halt
the embezzlement and ought to bear the burden of failing to do so. The thinking behind
these exceptions is largely based on the intent of the issuer of the checks.

A.

Imposter Cases

3-404(a)

This type of case is most infrequent, whereby imposter impersonates a payee and
where imposter poses as the agent of a legitimate business and makes off with a
check payable to the order of that business or its principal. (This is an expansion
of the old law).

B.

Fictitious Payees

3-404(b)

This defense finds applicability in 2 variations:
An authorized signer draws a check to an actual company/payee whom he
•
does not intend to receive the proceeds. 3-404(b) provides that if the person
whose intent determines to whonl an instrument is payable, does not intend the
person identified as payee to get the funds, an endorsement by any person in the
name of the payee stated is effective, and the drawer will be liable for any loss.
•
An authorized signer (i.e., the bookkeeper) signs checks payable to
nonexistent or fictitious payees. Here, evil intent is not even explored - the
bank will not be liable for any loss.
IN BOTH CASES, HOWEVER, THE DRAWER CAN SHIFT THE LOSS TO ANY
NEGLIGENT BANK, TO THE EXTENT THE BANKJS NEGLIGENCE
CONTRIBUTED TO THE LOSS.

c.

Padded Payroll- 3-404 & 3-405
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Another variation on the embezzlement theme is the padded payroll situation,
where an employee steals from his or her employer by causing checks to issue
that are payable to the order of people who are not on the payroll or who are
claimed to be suppliers but are not - in other words, where a clerical employee
fools the authorized signer..
The .only difference from the fictitious payee rule is that the wrongdoer is not the
one who signs the checks on behalf of the employer.

vee

3-404 says that if an impostor induces the authorized signer to issue an
instrument to the impostor, or to a person acting in concert with the impostor, by
impersonating the payee of the check or a representative of the payee, the payor
bank will not be liable for the amount of the check due to the forged endorsement.
-the vee deems the endorsement to be effective against the person who in good
faith pays the check or takes it for value or for collection. Result: the employer
is liable .
The reasoning for this result is that these cases almost always involve fraud, and
the drawer/customer is in the best position to avoid the fraud and thus should take
the loss.
But the vee also imposes a duty of good faith and ordinary care on the part of
the person taking the check. Failure to exercise ordinary care by the person
taking the check (the depositary bank, for instance) could result in that person
bearing loss to the extent the failure contributed to the loss.

vee 3-405 governs cases where the wrongdoer who forges the endorsement on a
check is an employee entrusted with responsibility for a check by the employer.
Where the employee obtains a check payable to a payee who is a fictitious person,
or where the the payee is a real person but the drawer does not intend for the
payee to have an interest in the check (e.g., and the wrongdoer forges the payee s
signature and gets the money), the intent of the authorized signer is important. He
or she has been duped into thinking that the payee is entitled to the funds, and
intends for the payee to get the money. In such a case, the employer will bear the
loss. The logic is that the employer can insure this risk by employee fidelity'
bonds. All employers should have procedures that encourage these people to be
trustworthy and expose them when they are not.
Entrusted with Responsibility - responsibility is defined in this section of the vee to
be broader than a conventional payroll clerk. It is so broad that it is likely to include all
major league and most minor league embezzlers. It includes those with authority to:
•
•
•

Sign or endorse instruments on behalf of the employer
To process checks received by the employer for deposit or other disposition
To prepare or process checks for issue in name of employer
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•
•
•

Supply information determining the names or addresses of payees of checks to be issued
by employer
To control the disposition of checks to issued in name of employer
To act otherwise with respect to checks in a responsible capacity

It does not include employees who merely have access to checks or blank or incomplete
check forms that are being stored or transported or are part of incoming or outgoing mail.
Yet again under these circumstances, the vee imposes a duty of good faith and ordinary
care on the bank as well, so that a failure to exercise ordinary care will shift the loss to the
bank to the extent the bank s failure to exercise ordinary care contributed to the loss.
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ALERT
ON
AUTOMATIC OVERDRAFT PROTECTION PROGRAMS
Overdraft Protections Programs have been heavily marketed to community banks in
recent years. Both Federal and state regulators have issued written interpretive letters
cautioning banks as to minimum guidelines that such programs should meet, and other state
law concerns. (See OCC Interpretive Letter #914 and February 21, 2002 Letter from Indiana
Department of Financial Institutions (both included).
Both letters were issued in response to a request for a comfort letter on a bank s
adoption of a vendor s Overdraft Protection Program. Neither letter sets forth the entire
terms of the program, although there is enough detail included to target the regulators
concerns. The federal laws implicated by the programs include Truth in Lending, Equal
Credit Opportunity Act, and the Federal Trade Commission Act. The public policy issues
identified by the OCC include encouragement of poor fiscal responsibility by deposit
customers, lack of customer safeguards built into the programs. The supervisory concerns
include poor credit decisions being made to extend credit to customers who would not
otherwise qualify for loans, insufficient loss reserve methodologies for overdraft programs,
and appropriate reporting to assess credit risk performance.
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SECTIONC

Introduction

Financial institutions now have had nearly a year's experience in complying with
the privacy requirements of section 501 ofthe Gramm-Leach-Bliley Act (15 U.S.C.
6801) ("GLB"). In addition to the basic implementing regulations and the Interagency

Guidelines Establishing Standards for Safeguarding Customer Information
("Guidelines"), the federal regulatory agencies have issued Interpretive Letter 910
dealing with the limits on disclosing account numbers, and published a series of
frequently asked questions and answers on privacy compliance. The oce separately
published staff responses to questions posed at a February 13, 2001 teleconference. As
financial institutions outsource more bank functions or engage third parties to· ~ssist them
in providing a wider array of products and services, they must exercise appropriate due

diligence in selecting vendors and contractually requiring them to protect the
confidentiality of bank customer information to which they rna)' ha'/e access. This
presentation will focus primarily on issues that arise with third party service providers.
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INTERAGENCY GUIDELINES ES"TABLISHING STANDARDS FOR
SAFEGUARDING CUSTOMER INFORMATION

Third party service providers that may have access to customer information include data
processing vendors, Joint marketing partners, and even the company that hauls away a
bank's trash. In 2001, the federal regulators issued Guidelines Establishing Standards for
Safeguarding Customer Information, which required financial institutions to develop and

implement a customer information security program designed to:
1.

11.

Ensure the security and confidentiality of customer information;
Protect against any anticipated threats or hazards to the security or integrity of
such information; and

111.

Protect against unauthorized access to or use of such information that could result
in substantial harm or inconvenience to any customer.

The Guidelines required each financial institution to engage in a five-step process to
implement the Guidelines:
i.

Assess risks to customer information that could result in unauthorized disclosure,
misuse, destruction or alteration of the information;

11.

Manage and control the risk through a comprehensive written information
security program ;

111.

Oversee service provider arrangements;

IV.

Adjust the program as appropriate with changes intechnology, new products,

mergers or business alliances;
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v.

Involve the bank's board of directors by having the board (or a board committee)
approve the bank's information security program and receive at least annually a
report on the bank's compliance with the Guidelines.

The oversight of service provider arrangements is gaining more regulatory attention as
banks continue to outsource functions and enter into alliances with third parties to offer a
variety of products and services (see, for example, OCC Bulletin 2001-47, Third Party
Relationships: Risk Management Principles, issued November 1, 2001). A "service
provider" for GLB purposes is "any person or entity that maintains, processes, or is
otherwise permitted access to customer information through provision of services directly
to the financial institution." Each institution should make a list of its service providers,
check to see if there is a written agreement with the service provider, and check to see
what privacy protection provisions are in the agreement. Some examples of service
providers are:
I.

11.

Check printing companies;
Companies that prepare account statements;

111.

Mail houses that prepare and mail marketing pieces to bank customers;

IV.

Market research companies;

v.

Software vendors to the extent they have access to customer information for test
purposes;

VI.

vu.
Vlli.

Data processors;
Trash or waste haulers;.
Records custodians where bank records are kept offsite;
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IX.

Companies that provide products such as credit cards, brokerage services,
insurance, or account enhancements to the bank's customers;

x.

Mortgage servicers;

xi.

Internet banking service providers;

Xli.

Credit card merchant processing;

The degree of due diligence and the contract provisions will depend on the type of
customer information to which the vendor has access. In some cases, the bank may want
the vendor to do criminal background checks on the vendor's employees that have access
to bank customer information. If the vendor uses independent contractors, the bank may
require the vendor to have each such contractor sign a confidentiality agreement covering
the bank's information. Where a vendor will house the bank's customer information at
the vendor's site, the bank should look at the vendor's physical security and access
procedures.
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FINANCIAL INSTITUTIONS SHOULD HAVE WRITTEN CONTRACTS WITH

THIRD PARTIES THAT HAVE ACCESS TO CUSTOMER INFORMATION

The following are some suggested confidentiality topics that should be covered in these
agreements:

1. The vendor (and its agents or subcontractors) should be prohibited from using or
disclosing the bank's information, except as necessary to provide the contracted
services.
2. The vendor should be required to implement procedures designed to (i) protect the
security and confidentiality of the bank's customer information; (ii) protect against
anticipated threats or hazards to the information; and (iii) protect against unauthorized
access to or use of such information that could result in substantial harm to any
customer.

3. The vendor should be required to notify the bank of any breaches in security that
could result in disclosure of the bank's information (e.g. breach of the vendor's
computer system where bank's information is kept).
4. The bank may want the right to audit the vendo.f's facilities or compliance with the

contract's privacy provisions.
5. The vendor should be required to limit its employees' access to the bank's ~ustomer

information to those employees with a legitimate need to know the information.
6. Unless otherwise prohibited by law, the vendor should be required to notify the bank
if legal process is served on the vendor so the bank will have the opportunity to
legally prevent or limit disclosure.
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7. The bank should have the right to injunctive relief to prevent disclosure of its
customer information.

8. The bank should be indemnified and held harmless for any breach of the vendor's
confidentiality obligations.

9. Upon termination of the agreement, the vendor should be required to return the
bank's information or certify that the information was destroyed.
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LIMITATIONS ON ACCOUNT NUMBER DISCLOSURE

One issue that continues to be the subject of regulatory and industry discussion is the
extent of customer information disclosure in third party relationships. Clearly disclosure
will be greater where an entire bank function has been outsourced THAN in an
arrangement to provide additional products or services to the bank's customers. A good
general rule in the marketing context is to disclose the minimum amount of information
necessary. Often this will be limited to customer name and address. The Fair Credit
Reporting Act, as well as GLB, may limit the types of information that may be disclosed.

GLB imposes the strictest limitations on account number disclosures for marketing
purposes. Section 502(d) provides that a "financial institution shall not disclose, other
than to a consumer reporting agency, an account number or similar form of access
number or access code for a credit card account, deposit account, or transaction account
of a consumer to any nonaffiliated third party for use in telemarketing, direct mail
marketing, or other marketing through electronic mail to the consumer." The purpose of
this prohibition is to prevent the third party marketer from charging the consumer's
account unless the consumer gives the account number to the marketer so there is no
question that the consumer has requested the marketer's product or service.

The agencies have pointed out in Interpretive Letter 910, issued in June 2001, that section
502(d) contains no exceptions to the account number disclosure prohibition.. even where a
t;inancial institution has the customer's consent or there is a joint marketing arrangement
between two financial institutions. The regulations implementing GLB created two
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exceptions. Section _.12 per:mits disclosure of the account number to: (1) a bank's
agent to market the financial institution's ownproduet or services, so long as the agent or
service provider has no access to the account; or (2) to a bank's partner in a private label
credit card or affinity program. The prohibition does not apply when the account number
is encrypted.

The account number disclosure prohibition was discussed again in the Guidance on
Financial Privacy issued on December 12, 2001. In Question H.I, a financial institution
disclosed its customers' names, telephone numbers and encrypted account numbers to a
telemarketer that used the information to market the telemarketer's products to the bank's
customers. If the bank's customer purchased a product from the telemarketer, the
telemarketer sent the bank the customer's name, phone number and encrypted account
number. The bank decrypted the account number. The financial institution asked
whether it was permitted to disclose the decrypted account number to the telemarketer
once its customer had agreed to buy the product. The regulators answered ""NO."

In Question H.2, a financial institution described an arrangement with an unaffiliated
insurance agency whereby the agency would market its products to the bank's customers
through direct mail. The financial institution asked whether it could supply its
customer's account numbers to the agency's affiliate so the affiliate could initiate charges
to the account. Again, the answer was "NO" because the affiliate's function, while not

"marketing" per se was still "an integral part of' the bank's marketing arrangement with
the insurance company.
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FRB: Supervisory Letter SR 01·15 (SUP) on...ding customer information - M~y 31.~OOI

hnp:/lwww.federalreserve.govlBoardDocslSRL.ettersl200J/SrOIIS.htm

BOARD OF GOVERNORS

OF THE

fEDERAL RESERVE SYSTEM
WASHINGTON. D. C. 20'S.
DIVISION OF BANKING
SUPERVISION AND REGULATION

SR 01-15 (SUP)
May 31, 2001
TO THE OFFICER IN CHARGE OF SUPERVISION AND APPROPRIATE
SUPERVISORY AND EXAMINATIONS STAFF AT EACH FEDERAL
RESERVE BANK AND TO EACH DOMESTIC BANKING
ORGANIZATION SUPERVISED BY THE FEDERAL RESERVE
SUBJECT: Standards for Safeguarding Customer Information

The federal banking agencies jointly issued guidelines establishing
standards for safeguarding customer information (Guidelines), which will become
effective July I, 2001. 1 A copy of the Federal Register notice is attached. The
Guidelines implement section 501 of the Gramrn-Leach-Bliley Act, which requires
the agencies to establish standards for financial institutions relating to
administrative, technical, and physical safeguards for customer records and
information. The Guidelines were issued by the Federal Reserve as appendices to
Regulations H and Y, and apply to custom·er infonnation maintained by state
member banks, bank holding companies~ Edge and agreement corporations, and
uninsured state-licensed branches and agencies offoreign banks.
The Guidelines require institutions to establish an information security
program to assess and control risks to customer information. Under the Guidelines,
each institution may implement an information security program appropriate to its
size and complexity and the nature and scope of its operations. The board of
directors should oversee an institution's efforts to develop, implement, and maintain
an effective information security program and approve written information security
policies and programs.
The Guidelines outline specific security measures that banking
organizations should consider in implementing a security program based on the size
and complexity of their operations. Training and testing are also critical
components of an effective information security program. The Guidelines
specifically require financial institutions to oversee their service provider
arrangements in order to protect the security of customer information maintained or
processed by service providers.
The Federal Reserve recognizes that banking organizations are highly
sensitive to the importance of safeguarding customer infonnation and the need to
maintain effective information security programs. Existing examination procedures
and supervisory processes already address information security. As a result, most
banking 'organizations should not need to implement new controls and procedures.
Examiners should assess compliance with the Guidelines during each
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safety and soundness examination or examination cycle (which may include targeted
reviews of information technology) subsequent to the July 1, 2001 effective date of
"the Guidelines and monitor ongoing compliance as needed during the risk-focused
examination process. Material instances of non-compliance should be noted in the
report of examination. The attached guidance was developed to assist examiners in
documenting a financial institution's compliance with the Guidelines.
Reserve Banks are asked to distribute this guidance to banking
organizations supervised by the Federal Reserve in their districts. Ifyou have any
questions regarding this letter, please contact Mike Wallas, Supervisory Financial
Analyst, (202) 452-2081 or Heidi Richards, Assistant Director, (202) 452-2598.
Richard SpiUenkothen
Director
Attachments
Interagency Guidelines Establishing Standards for Safeguarding Customer
Information (15 KB PDF)
Federal Register notice (532 KB PDF)

Notes:

1 See Federal Register, Vol. 66, No. 22, February 1,2001, pp. 8616-8641.
A Return to top
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Interagency Guidelines Establishing Standards For Safeguarding Customer Information
Federal Reserve System
Examiner Guidance

Background
The Interagency Guidelines Establishing Standards for Safeguarding Customer
Information (Guidelines) set forth standards pursuant to sections 501 and 50S of the GrammLeach-Bliley Act (15 U.S.C. 6801 and 6805): The Guidelines apply to customer infonnation
maintained by or on behalf of state member banks and bank holding companies and their
nonbank subsidiaries, except for brokers, dealers, persons providing insurance, investment
companies, and investment advisors. 2 These Guidelines also apply to customer information
maintained by or on behalf of Edge corporations, agreement corporations, and uninsured statelicensed branches or agencies of foreign banks.
The Guidelines require each institution to implement a written information security
program that includes administrative, technical, and physical safeguards appropriate to the size
and complexity of the bank and the nature and scope of its activities. The program should be
designed to ensure the security and confidentiality of customer information, protect against
unanticipated threats or hazards to the security or integrity of such infonnation, and protect
against unauthorized access to or use of such information that could result in substantial hann or
inconvenience to any customer. Each institution must assess risks to customer infonnation and
implement appropriate policies.. procedures, trainin~ and testing to manage and control these
risks. Institutions must also report annually to the board of directors or a committee of the board
of directors.
"Customer information" is defined in the Guidelines as any record, \vhether in paper,
electronic~ or other fonn, containing nonpublic personal information of a customer. A customer
is defined in the same manner as in Regulation P-a consumer who has established a continuing
relationship with an institution under which the institution provides one or more financial
products or services to the consumer to be used primarily for personal.. family~ or household
purposes. Customer does not include a business, nor does it include a consumer who has not
established an ongoing relationship with the financial institution.
An institution or banking organization is not'required to implement a lilli/arm infonnation
security program. For example, a bank holding company may include subsidiaries within the
scope of its infonnation security program or the subsidiaries may implement separate information

1 See Federal Register Vol. 66, No. 22, February 1,2001, pp. 8616-8641. Also see Regulation H, 12 CFR 208,
Appendix D-2~ Regulation K, 12 CFR 221.9 and 221.24~ and Regulation Y, 12 CFR 225, Appendix F.
2 Separate regulations or guidelines issued by the appropriate regulatory agency regarding infonnation security may
apply to these subsidiaries.
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security programs in accordance with the Guidelines. However, an institution is expected to
coordinate all the elements of its infonnation security program..
A service provider is a person or entity that maintains, processes, or otherwise is permitted
access to customer infonnation through its provisions of services directly to the bank.
Institutions must exercise due diligence in selecting service providers, including reviewing the
service provider's information security program or measures used by the service provider to
protect the institution's customer information.. In addition, contracts entered into after March 5,
2001 must require that the service provider implement appropriate measures designed to meet the
objectives of the Guidelines. By July 1, 2003, all contracts are subject to this requirement.
f

Institutions must also conduct ongoing oversight to confirm that the service provider
maintains appropriate security measures. An institution's methods for overseeing its selVice
provider arrangements may differ depending on· the type of selVices or selVice provider or the
level of risk. For example, if a service provider is subject to regulations or code of conduct that
impose a duty to protect customer information consistent with the objectives of the Guidelines,
the institution may consider that duty in exercising its due diligence and oversight of the seIVice
provider.. In situations where a service provider hires a subservicer (or subcontractor)~ the
subservicer would not be considered a "seIVice provider" under the Guidelines.

Examination Questionnaire
The following questionnaire may be used in assessing an institution's compliance with
the Guidelines. Depending on the nature of the institution's operations and the extent of prior
supervisory review, not all questions may need to be answered fully on each examination. Other
examination resources may also be used if a technical evaluation of information security
measures is needed.) Examiners should conduct sufficient review in the following areas to
provide a basis for evaluating the overall infonnation security progralfl and cOlnpliance with the
Guidelines.
I. Does the bank have a written infonnation security program or policy? Has the written
information security program been approved by the board ofdi~ectors or an appropriate
committee of the board?
2. Is the written information security program appropriate given the size and complexity of the
organization and its operations? Does it contain the objectives of the program, assign
responsibility for implementation, and provide methods for compliance and enforcement?
3. Does the bank periodically update its infonnation security program to reflect changes in the
bank's operations and systems, as well as changes in the threats or risks to the bank's
customer information?
4. Review the bank's process for assessing risk to its customer infonnation.
) See, for example, FFIEC Infomlation Systems Examination Handbook, 1996 Edition.
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a) Has the bank identified the locations, systems, and methods for storing, processing,
transmitting, and disposing of its customer infonnation?
b) Has the bank identified reasonably foreseeable internal and external threats that could
result in unauthorized disclosure, misuse, alteration, or destruction of customer
information or customer infonnation systems and assessed the likelihood and potential
damage to the bank and its customers of these threats?

s.

Review the bank's risk management processes for implementing effective measures to
protect customer information. Does the bank consider the following areas, and adopt
measures the bank concludes are appropriate based on risk?
a) Access controls on computer systems containing customer information to prevent access
by unauthorized staff or other individuals.
b) Controls and procedures to prevent employees from providing customer infonnation to
.unauthorized individuals, including "pretext calling.,,4
c) Access restrictions at physical locations containing customer information, such as
buildings, computer facilities, and records storage facilities to permit access only to
authorized individuals.
d) The encryption of electronic customer information, including while in tran~it or in storage
on networks or systems, in case unauthorized individuals are able to gain access.
e) Procedures designed to ensure that modifications to customer information systems are
consistent with the bank's information security program.
f)

Dual control procedures, segregation of duties, and employee background checks for
employees with access to customer infonnation to minimize risk of internal misuse of
customer information.

g) Monitoring systems and procedures to detect unauthorized access to customer
infonnation systems that could compromise the security of customer infonnation.
h) Response programs that specify actions to be taken when the bank suspects or detects that
unauthorized individuals have gained access to customer information systems, including
s
appropriate reports to regulatory and law enforcement agencies.
i) Measures to protect against destruction, loss, or damage of customer information due to
potential environmental hazards, such as fire and water damage or technological failures.
Sec Federal Resetve SR Letter 01-11 "Identity Theft and Pretext Calling," April 26, 2001, for further information.
s See~ for example, "Agencies Issues Revised Suspicious Activity Report Form (SAR)~" Joint Press Release, June 19,
2000, available at http://www.federalrescrve.govlboarddocslpresslgeneraV2000/20000619/default.htm
4
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6. Have the bank's employees been trained to implement the information security program?
7. Does the bank regularly test the effectiveness of key controls~ systems, and procedures of its
information security program? This may include, for example., tests of operational
contingency plans, system security audits or "penetration" tests, and tests of critical internal
controls over customer information. Are tests conducted by independent staff or are test
results reviewed by independent staff?

8. Does the bank provide customer information to any service providers or do any service
providers have access to customer information through service provided directly to the bank?
a) If so, has the bank conducted appropriate due diligence in selecting its service providers,
taking into consideration information security?
b) As of July I, 2003, does the bank require its service providers by contract to implement
appropriate infonnation security programs and measures (or as of July 1, 2001 if contracts
were entered into prior to March 5, 2001)?
c) Where appropriate based on risk, does the bank monitor its service providers to confirm
that they are maintaining appropriate security measures to safeguard the bank's customer
information? For example, does the bank conduct or review the results of audits, security
reviews or tests, or other evaluations?
9. Does the bank report to its board or an appropriate committee of the board at least annually
on the overall status of the infonnation security program, including the bank's compliance
with the Guidelines and any other material matters?

Federal Reserve System
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(Docket No. 2000-112)

RIN 1S50-AB36

Interagency Guidelines Establishing
Standards for Safeguarding Customer
Information and Rescission of Year
2000 Standards for Safety and
Soundness
AGENQes: The Officc of the Comptroller
of the Currency (DCC). Treasury: Board
of Governors of the Federal Reserve
System (Board); Federal Deposit
Insurance Corporation (FDIC): and
Office of Thrift Supervision (OTS),
Treasury.
ACT1ON: Joint final nIle.
SUMMARY: The Office of the Comptroller
of thr. Currency. Board of Governor; of
the Federal Reserve System, Federal
Deposit Insurance Corporation, and
Office of Thri ft Supervision
(collectively. the Agencies) are
publishing final Guidelines establishing
standards for safeguarding customer
infonnation that implement sections
501 and 505(b) of the Gramm-LeachB1iley Act (the G-L-B Act or Act).
Section 501 of the G-L-B Act requires
the Agencies to establish appropriate
standards for the financial institutions
subject to their respective jurisdictions
relating to administrative, technical, and
physical safeguards for customer
records and information. As described
in the Act, these safeguards are to:
insure the security and confidentiality
of customer records and information;
protect against any anticipated threats
or hazards to the security or integrity of

such records: and protect against
unauthorized access to or use of such
records or infonnation that could result
in substantial harm or inconvenience to
any customer. The Agencies are to
implement these standards in the same
manner, to the extent practicable, ;\s
standards prescribed pursuant to section
39(8) of the Federal Deposit Insurance
Act (FDt Act). These final Guidelines
implement the requirements described
above.
The Agencies previously issued
guidelines establishing Year 2000 safety
and soundness standards for insured
depository institutions pursuant to
section 39 of tho FDt Act. Since the
events for which these guidelines were
issued have passed. the Agencies have
concluded that the guidelines are no
longer necessary and arc rescinding
these guiaeJines.
EFFECTIVE DATE: The joint final rule is
effective July 1. 2001.
Applicability date: The Year 2000
Standards for Safety and Soundness arc
no longer applicable as of March 5.
2001.

The
contents of this preamble are listed in
the Conowing outline:

SUPPLEMENTARY INFORMAnoN:

I. Background

II. Overview of Comments Received
III. Scction-by-Section Analysis
IV. Regulatory Analysis
A. Paperwork Red uction Act
B. Regulatory Flexibility Act
C. Executive Order 12866
D. Unfunded Mandates Act of 1995

I. Background
On November 12.1999. President
Clinton signed the G-L-B Act (Pub. L.
106-102) into law. Section 501. titled
··Protection of Nonpublic Personal
Information", requires the Agencies. the
National Credit Union Administration.
the Securities and Exchange
Commission, and the Federal Trade
Commission to establish appropriate
standards for the financial institutions
subject to their respective jurisdictions
relating to the administrative, technical.
and physical safeguards for customer
records and information. As stated in
section SOl, these safeguards are to: (1)
Insure the security and confidentiality
of customer records and information; (2)
FOR FURTHER INFORMAnON CONTACT:
protect against any anticipated threats
or hazards to the security or integrity of
ace
such records; and (3) protect against
John Carlson. Deputy Director for
unauthorized access to or use of such
Bank Technology. (202) 874-5013; or
records or information that would resu!:
Deborah Katz. Senior Attorney.
in substantial harm or inconvenience to
Legislative and Regulatory Activities
any customer.
Division. (202) 874-5090.
Section 505(b) of the G-L-B Act
provides that these standards arc to be
Board
implemented by the Agencies in the
Heidi Richards. Assistant Director.
same manner, to the extent practicable.
Division of Banking Supervision and
as standards prescribed pursuant to
Regulation, (202) 452-2598; Stephanie
sc~lion 39(a) of the FDI Act.' Section
Martin, Managing Senior Counsel. Legal 39(a) of the FDt Act authorizes the
Di vision. (202) 452-3198; or Thomas E.
Agencies to establish operational and
Scanlon. Senior Attorney. Legal
managerial standards for insured
Division, (202) 452-3594. For the
depository institutions relative to.
hearing impaired only. contact Janice
among other things. internal controls,
Simms. Tc!ecornmunic3tion De\picc for
information systems. and internal au<1i t
the Deaf (TDD) (202) 452-3544. Board of systems. as well as such other
Governors of tho Federal Reserve
operational and managerial standards as
System. 20th and C Streets. N\V.
tho Agencies determine to be
Washington. DC 20551.
appropriate. 2
FDIC
I Section 39 applies only to insure depository
Thomas J. Tuzinski. Review
institutions. including insured branches o! foreign
banks.
The Cuidelines. however. wiU.lso apply to
Examiner. Division of Supervision.
certain uninsurod institutions. such as ban.l hold~1!
(202) 898-6148; Jeffrey M. J<opchik,
companies. certain nonbank subsidiaries of banl
Senior Policy Analyst. Division of
holding companies and insured doposito:')'
Supervision. (202) 898-3872; or Robert
institutions. and uninsured branches and agencies
of
foreign banks. See sections 501 and 50S{b) of the
A. Patrick. Counsel. Legal Division.
G-l-B Act,
(202) 898-3157.

OTS
Jennifer Dickerson. Manager,
Information Technology. Examination
Policy. (202) 906-5631; or Christine
Harrington. Counsel. Banking and
Finance. Regulations and Legislation
Division. (202) 906-1951.
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20TS has placod its information socuri~'
guidelines in appendix B to 12 eFR part 570. with
the provisions implementing section 39 0: the FOt
Act. At the same timo. OTS has adopted I
regulatory requirement that the institutions OTS
regulates comply with the proposed Cuide:ines.
Because information security guidelines L-e simJa:
to physical security procedures. OTS has includec
• provision in 12 CFR part 568. which co\......,
primarily physical security procedures. ftIIquiring
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II. Overview of Comments Received
On June 26. 2000, the Agencies
published for comment the proposed
Interagency Guidelines Establishing
Standards for Safeguarding Customer
Information and Rescission ofVear 2000
Standards for Safety Rnd Soundness in
the Federal Register (65 FR 39412). The
public comment period closed August
25. 2000. The Agencies collectively
received a total of 206 comments in
response to the proposal, although many
commenters senl copies of the same
letter to each of the Agencies. Those
combined comments included 49 from
banks. 7 from savings associations. 60
from financial institution holding
companies: 50 from financial institution
trade associations: 33 from other
business entities; and four from state
regulators. The Federal Reserve also
received comments from three Federal
Reserve Banks.
The Agencies invited comment on all
aspects of the proposed Guidelines.
including whether the rules should be
issued as guidelines or as regulations.
Commenters overwhelmingly supported
the adoption of guidelines. with many
commenters offering suggestions for
ways to improve the proposed
Guidelines as discussed below. Many
commenters cited the benefits of
nexibility and the drawbacks of
prescriptive requirements that could
become rapidly outdated as a result of
changes in technology.
The Agencies also requested
comments on the impact of the proposal
on community banks. recognizing that
community banks operate with more
limited resources than larger
institutions and may present 8 different
risk profile. In general. community
banks urged the Agencies to issue
guidelines that are not prescriptive. that
do not require detailed policies or
reporting by banks that share Hule or no
information outside the bank. and that
provide flexibility in the design of an
information security program. Some
community banks indicated that the
Guidelines arc unnecessary because
they already have infonnation security
programs in place. Others requested
clarification of the impact of the
Guidelines on banks that do not share
any information in the absence of a
customer's consent.
In light of the comments received. the
Agencies have decided to adopt the
Guidelines, with several changes as
discussed below to respond to the
commenters' suggestions. The
respective texts of the Agencies'
Guidelines are substantively identical.
compliance with the Guidelines in appendix B to
part 510.

In directing the Agencies to issue
standards for the protection of customer
records and information. Congress
provided that the standards apply to all
financial institutions, regardless of the
extent to which they may disclose
information to affiliated or nonaffiliated
third parties. electronically transfer data
wi th customers or third parties. or
record data electronically. Because the
requirements of the Act apply to a broad
range of financial institutions, the
Agencies believe that the Guidelines
must establish appropriate standards
that allow each institution the
discretion to design an information
security program that suits its particular
size and complexity and the nature and
scope of its activities. In many
instances. financial institutions already
will have information security programs
that are consistent with these
Guidelines. because key components of
the Guidelines were derived from
security-related supervisory guidance
previously issued by the Agencies and
the Federal Financial Institutions
Examination Council (FFIEC). In such
situations, little or no modification to an
institution's program will be required.
Below is a section-by-section analysis
of the final Guidelines.

In. Seclion-by-Section Analysis
Tho discussion that follows applies to
each Agency's Guidelines.

I. Introduction
Paragraph I. of the proposal set forth
the general purpose of the Guidelines.
which IS to provide guidance to each
financial institution in establishing and
implementing administrative, technical,
and physical safeguards to protect tho
security, confidentiality, and integrity of
cust06l1cr irl!~r6l1ation. This paragrat>h
also set forth the statutory authority for
the Guidelines, including section 39(a)
of the FDI Act (12 U.S.C. 1831p-1) and
sections 501 and 505(b) of the G-L-B
Act (15 U.S.C. 6801 and 6805(b». The
Agencies received no comments on this
paragraph, and have adopted it as
proposed.

I.A. Scope
Paragraph I.A. of the proposal
described the scope of the Guidelines.
Each Agency defined specifically those
entities within its particular scope of
coverage in this paragraph of the
Guide} ines.
The Agencies· received no comments
on the issue of which entities are
covered by the Guidelines. and have
adopted paragraph I.A. as proposed.
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I.B. Preservation of E."C;sting Authority
Paragraph I.B. of the proposal made
clear that in issuing these Guidelines
none of the Agencies is, in any way,
limiting its authority to address any
unsafe or unsound practice. violation of
law. unsafe or unsound condition. or
other practice. including any condition
or practice related to safeguard ing
customer information. As noted in the
preamble to the proposal. any action
taken by any Agency under section 39(a)
of the FDI Act and these Guidelines may
be taken independently of. in
conjunction with, or in addition to any
other enforcement action available to
the Ag~ncy. The Agencies received no
comments on this paragraph. and have
adopted paragraph I.B. as proposed.
I.C.Z. Definitions
Paragraph I.C. set forth the definitions
of various terms for purposes of the
Guidelines. 3 It also stated that tenns
used in the Guidelines have the same
meanings as set forth in sections 3 and
39 of the FDI Act (12 U.S.C. 1813 and
1831p-l).
The Agencies received several
comments on the proposed definitions.
and have made certain changes as
discussed below. The Agencies also
have reordered proposed paragraph I.C.
so that the statement concerning the
reliance on sections 3 and 39(a) of the
FDI Act is now in paragraph I.e.l .• with
the definitions appearing in paragraphs
I.C.2.a.-c. The defined terms have been
placed in alphabetical order in the final
Guidelines.
I.C.2.a. Board of Directors
The proposal defined "board of
directors" to mean, in tho case of a
branch or agency of a foreign bank. the
managing official in charge of the
branch or agency.4 The Agencies
received no comments on this proposp.d
definition. and have adopted it without
change.
I.C.2.b. Customer
The proposal defined "customer" in
the same way 8S that term is defined in
section _.3(h) of the Agencies' rule
captioned UPri vacy of Consumer
Financial Information" (Priva(;y Rule).s
3 In addition to the definitions discussed below.
the Board's Guidelines in 12 CFR paru 208 and 225
contain a definition of "subsicliacy", which
doscribed the state momber bank. and ban" holding
company subsidiaries that are subject to the
Guidelines.
• The OTS version of the Guidelines does not
includo this definition becau.fe OTS does not
regulate foreign institutions. Paragraph I of the OTS
Guidelines has been renumbered accordingly.
e See 65 FR 35162 (June 1. 2000). Citations to the
interagoncy Privacy Rule in th~ preamble Il'8 to
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The Agencies proposed to use this
definition in the Guidelines because
section 501 (b) refers to safeguarding the
security and confidentiality of
"customer" information. Given that
Congress used the same term for both
the 501 (b) standards and for the sections
concerning financial privacy, the
Agencies have concluded that it is
appropriate to use the same definition
in the Guidelines that was adopted in
the Privacy Rule.
Under the Privacy Rule. a customer is
a consumer who has established a
continuing relationship with an
institution under which the institution
provides one or morc financial products
or services to the consumer to be used
primarily for personal. family or
household purposes. "Customer" does
not include a business. nor does it
include a consumer who has not
established an ongoing relationship
with a financial institution (e.g.• an
individual who merely uses an
institution's ATM or applies for a Joan).
Sec scctions_.3(h) and (i) of the Privacy
Rule. The Agencies solicited comment
on whether the definition of "customer"
should be broadened to provide a
common information security program
for all types of records under the control
of a financial institution.
The Agencies received many
comments on this definition. almost all
of which agreed with the proposed
definition. Allhough a few commenlers
indicated they would apply the same
security program to both business and
consumer records. the vast majority of
commenters supported the usc of the
same definition of "customer" in the
Guidelines dS is used in the Privacy
Rule. They observed that the use of the
term "customer'· in section 501 of the
G-L-B Act. when read in the context of
the definitions of "consumer" and
"customer relationship" in scctiuat 509.
reflects the Congressional intent to
distinguish between certain kinds of
consumers for the information security
standards and the other pri vacy
provisions established under subtitle A .
of Tille v.
The Agencies have concluded that the
definition of "customer" used in the
Guidelines should be consistent with
the definition established in
section _.3(h) of the Privacy Rule. The
Agencies believe, therefore. that the
most reasonable interpretation of the
applicable provisions of subtitle A of
Title V of the Act is that a financial
institution is obligated to protect the
security and confidentiality of the
nonpublic personal inform-ation of its
section. only. leaving blan" the citations to the p4tt
numbers used by each agency.

consumers with whom it has a customer a definition of "customer record" that is
substantively the same as the proposed
relationship. As a practical manner, a
definition. The.Agencies have. however,
financial institution may also design or
deleted the reference to "'data. files. or
implement its information security
other information" from the final
program in a manner that encompasses
the records and information of its other Guidelines. since each is included in
the tcrm "records" and also is covered
consumers and its business clients.&
by the rcference to "paper. electronic. or
I.C.2.c. Customer Information
other form".
The proposal defined "customer
I.C.2.d. Customer Information System
information" as any records containing
The proposal defined "customer
nonpubl ic personal information, 8S
information system" to be electronic or
defined in section_.3(n) of tho Privacy
physical methods used to access,
Rule. about 8 customer. This included
records. data, files, or other information collect, store, usc, transmit, or protect
customer information. The Agencies
in paper. electronic. or other form that
reCeived 8 few comments on this
are maintained by any service provider
definition. mostly from commenters .
on behalf of an institution. Although
who stated that it is too broad. The
section 501(b) of the G-L-B Act refers
Agencies believe that the definition
to the protection of both customer
needs to be sufficiently broad to protect
"records" and •. information", for the
all customer information, wherever the
sake of simplicity. the proposed
information is located within a financial
Guidelines used the term "customer
institution and however it is used.
information" to encompass both
Nevertheless. the broad scope of the
information and records.
definition of "customer information
The Agencies received several
system" should not result in an undue
comments on this definition. The
commenters suggested that the proposed burden because. in other important
respects. the Guidelines allow a high
definition was too broad because it
degree of flexibility for each institution
included files "containing" nonpublic
to design a security program that suits
personal information. The Agencies
its
circumstances.
believe. however. that a financial
For these reasons. the Agencies ha ve
institution's security program must
adopted the definition of "customer
apply to files that contain nonpublic
infonnation system" largely as
personal information in order to
proposcd. Howe.ver, the phrase
adequately protect the customer's
"clectronic or physical" in the proposal
information. In deciding what level of
has been deleted because each is
protection is appropriate, a financial
included in the term "any methods".
institution may consider the facl that a
The Agencies also have added a specific
given file contains very little nonpublic reference to records disposal in the
personal information. but that fact
definition of "customer information
would not render the file entirely
system." This is consistent \~ilh the
beyond the scope of the Guidelines.
proposal's inclusion of access controls
Accordingly. the Agencies have adopted in the Jist of items a financial institution
is to consider when establishing
"The Agoncies recognize that "customer" is
security policies and procedures (see
defined more broadly under Subtitle B of Title V
c,: t~ Act. -.,·hich. in 80116nal. makd.i it unl.wflal ror discussh)(i 'If p&ragraph In.C.1.a.,
any person to obtain or attempt to obtain customer
below), given that inadequate disposal
information of I financial institution by making
of records may result in identity theft or
false. fictitious. or fraudulent statements. For the
purpose of that .ubtitle. the term '·customer" means other misuse of customer information.
Under the final Guidelines. a financial
"any person (or authorized representative of a
person) to whom the flllanciaJ institution providos
institution's responsibility to safeguard
a product or service. including that of acting as a
customer
information continues through
fiduciary." (See section 521(1) of tho Act.) In light
the disposal process.
of the statutory mandate to "prescribe such
revisions to such resulations and guidelines as may
be necessary to ensure that such financial

institutions have policies. procedures. Ind controls
in place to prevent the unauthorized disclosure of
customer financial information" (section 525). the
Agoncies considered modifying these Guidelines to
cover other customers. namelv. business entitios
and individuals who obtain r{nancial products and
services for purposes other than personal. family. or
household purposes. The Agencies have concludod.
however. that defining "customer" to accommodate
the range of objectives set forth in Title V of the Act
is unnecessary. instead. the Agencies have included
a new paragraph ID.C.t.l. described below. and
plan to issue guidance and other revisions to the
applicable regulations. u may be necessaty. to
satisfy the requirements of section 525 of the Ad.
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I.C.2.c. Service Provider
The proposal defined a "service
provider" as any person or entity that
maintains or processes customer
information for a financial institution,
or is otherwise granted access to
customer information through its
provision of services to an institution.
Ono commentor urged the Agencies to
modify this definition so that it would
not include a financial institution's
attorneys. accountants. aod appraisers.
Others suggested deleting the phrase "or
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is otherwise granted access to customer
information through its provision of
services to an institution".
The Agencies believe that the Act
requires each financial institution to
adopt a comprehensive information
security program that is designed to
protect against unauthorized access to
or use of customers' nonpublic personal
information. Disclosing information to a
person or entity that provides services
to a financial institution creates
additional risks to the security and
confidentiality of the information
disclosed. In order to protect against
these risks, a financial institution must
take appropriate steps to protect
information that it provides to a service
provider, regardless of who the service
provider is or how the service provider
obtains access. The fact that an .entity
obtains access to customer infonnation
through. for instance. providing
professional services does not obviate
the need for the fi nancial insti tu lion to
take appropriate steps to protect the
information. Accordingly. the Agencies
have determined that. in general, the
term "service provider" should be
broadly defined to encompass a variety
of individuals or companies that
provide services to the institution.
This does not mean, however. that a
financial institution's methods for
overseeing its service provider
arrangements will be the same for every
provider. As explained in the discussion
of paragraph nI.O., a financial
institution's oversight responsibilities
will be shaped by the institution's
analysis of the risks posed by a given
service provider. If a service provider is
subject to a code of conduct that
imposes a duty to protect customer
information consistent with the
objectives of these Guidelines. a
financial institution may take that duty
into ~cccun~ ..vhcn deciding wh:lt leve~
of oversight it should provide.
Moreover, a financial institution will
be responsible under the final
Guidelines for overseeing its service
provider arrangements only when the
service is provided directly to the
financial institution. The Agencies
clarified this point by amending the
definition of "service provider" in the
final Guidelines to state that it applies
only to a person or entity that
maintains. processes. or otherwise is
perm itted access to customer
information through its provision of
services directly to the financial
institution. Thus. for instance, a
payment intermediary involved in the
collection of a check but that has no
correspondent relationship with a
financial institution would not be
considered a service provider of that
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of an organization implement a uniform
program. However, the Agencies will
expect an institution to coordinate all
the elements of its information security
program. Where the elements of the
program are dispersed throughout the
institution, management should be
aware of these elements and their
locations. If they are not maintained on
a consolidated basis. management
should have an ability to retrieve the
current documents from those
responsible for the overall coordination
and ongoing evaluation of the program.
The Board received comment on its
proposal to revise tho appendix to
Regul~tion Y regarding the provision
that would require a bank holding
company to ensure that each of its
subsidiaries is subject to a
comprehensive information security
program.9 This comment urged the
Board to eliminate that provision and
argued, in part, that the requirement
assumes that a bank holding company
has the power to impose such controls
upon its subsidiary companies. These
commenters recommended. instead, that
the standards should be limited to
customer information in the possession
a. Standards for Safeguarding Customer or control of the bank holding company.
Under the Bank Holding Company
Information
Act of 1956 and the Board's Regulation
a.A. Information Security Program
Y, a subsidiary is presumed to be
The proposed Guidelines described
controlled directly or indirectly by the
the Agencies' expectations for the
holding company. 12 U.S.C. 1841(d); 12
creation. implementation. and
CFR 225.2(0). Moreover. the Board
maintenance of a comprehensive
believes that a bank holding company is
information securi ty program. As noted ultimately responsible for ensuring that
in the proposal. this program must
its subsidiaries comply with the
include administrative, technical, and
standards set forth under these
physical safeguards appropriate to the
Guidelines. The Board recognizes.
size and complexity of the institution
however, that a bank holding company
and the nature and scope of its
may satisfy its obligations under section
activities.
501 of the GLB Act through a variety of
Several commenters representing
measures, such as by including a
large and complex organizations were
subsidiary within tho scope of its
concerned toat the term
information security program or by
"comprehensive information security
causing the subsidiary to implement 8
program" required a single and uniform separate infonnation security program
document that must apply to all
in accordance with these Guidelines.
component parts of the organization. In
H.B. Objectives
response. the Agencies note that a
program that includes administrative.
Paragraph II.B. of the proposed
technical. and physical safeguards will, Guidelines described the objectives that
in many instances. be composed of more each financial institution's infonnation
than one document. Moreover. use of
security program should be designed to
this term docs not require that all parts
achieve. These objectives tracked tho
objectives as stated in section 501(b)(l}7 Similarly, in the case of a service provider that
(3). adding only that tho security
is not subject to these Guidelines but is subject to
financial institution under this rule. By
contrast. a financial institution's
correspondent ban~ would be
considered its service provider.
Nevertheless. the financial institution
may take into account the fact that the
correspondent bank is itself a financial
institution that is subject to security
standards under section S01(b) when it
determines the appropriate level of
oversight for that service provider. 7
In situations where a service provider
hires a subservicer.· the subservicer
would not be a ··service provider" under
the final Guidelines. The Agencies
recognize that it would be inappropriate
to impose obligations on a financial
institution to select and monitor
subservicers in situations where the
financial institution has no contractual
relationship with that person or entity.
When conducting due diligence in
selecting its service providers (see
discussion of paragraph III.O.• below).
however. a financial institution must
determine that the service provider has
adequate controls to ensure that the
subservicer will protect the customer
information in a way that meets the
objectives of these Guidelines.

standards adopted by its primary regulator under
sedion SOl(b) of the G-L-B Act. a financial
institution may take that fact into consideration
when deciding what level of oversight is
appropriate for that service provider.
• The term "subservicer'" means any person who
has access to an institution's customer information
through its provision of services to the service
provider and is not limite<! to mortgage
subsetvicers.
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• The appendix proVided that the proposed
Guidelinos would be applicable to customer
information maintained by or on behalf of bank
holding companies and their nonbank subsidiaries
or affiliates (oxcept brokers, dealers, persons
providing insurance, in\':lSlmenl companies, and
investment advisors) for which the Board has
supervisory authority. S~ 65 FR 39484 (June 26,
2000).
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program is to protect against
unauthorized access that could risk the
safety and soundness of the institution.
The Agencies requested comment on
.
whether there are additional or
alternati ve objectives that should be
included in the Guidelines.
The Agencies received several
comments on this proposed paragraph,
!D0st of which objected to language that,
In the commenters' view. required
compliance with objectives that were
impossible to meet. Many commenters
stated, for instance, that no information
security program can ensure that there
will be no problems with the security or
confidentiality of customer information.
Others criticized the objective that
req uired protection against any
anticipated threat or hazard. A few
commenters questioned the objective of
protecting against unauthorized access
that could result in inconvenience to a
customer, while others objected to the
addition of the safety and soundness
standard noted above.
The Agencies do not believe the
statute mandates a standard of absolute
liability for a financial institution that
experiences a security breach. Thus, the
Agencies have clarified these objectives
by stating that each security program is
to be designed to accomplish the
objectives stated. With the one
exception discussed below, the
Agencies have otherwise left unchanged
the statement of the objectives. given
that these objectives arc identical to
those set out in the statute.
In response to comments that objected
to the addition of the safely and
soundness standard, the Agencies have
deleted that reference in order to make
the statement of objectives identical to
the objcctives identified in the statute.
The Agencies believe that risks to the
safety and soundness of a financial
in~tih,tinn may ~ =lddres!cd th:-ough
other supervisory or regulatory means,
making it unnecessary to expand the
statement of objectives in this
rulemaking.
Some commenters asked for
clarification of a financial institution's
responsibilities when 8 customer
authorizes a third party to access that
customer's information. For purposes of
the Guidelines. access to or usc of
customer information is not
"unauthorized" access if it is done with
the customer's consent. When a
customer gives consent to a third party
to access or use that customer's
information, such as by providing the
third party with an account number.
PIN. or password, the Guidelines do not
require the financial institution to
prevent such access or monitor the use
or redisclosuro of the customer's

information by the third party. Finally.
unauthorized access does not mean
disclosure pursuant to one of the
exceptions in the Privacy Rule.

subsidiaries within' a holding company
can use the security program developed
at the holding company level. However,
if subsidiary institutions choose to use
a security program developed at the
holding company level, the board of
directors or an appropriate committee at
each subsidiary institution must
conduct an independent review to
ensure that the program is suitable and
complies with the requirements
prescribed by the subsidiary's primary
regulator. See 12 U.S.C. 505. Once the
subsidiary institution's board, or a
committee thereof. has approved the
security program, it must oversee the
institution's efforts to implement and
maintain an effective program.
The Agencies also received comments
suggesting that use of the term
"oversee·' conveyed the notion that a
board is expected to be involved in dayto-day monitoring of the development,
implementation, and maintenance of an
information security program. The
Agencies' usc of the term "oversee" is
meant to convey a board's conventional
supervisory responsibilities. Day-to-day
monitoring of any aspect of an
information sccuri ty program is a
management responsibility. The final
Guidelines reflect this by providing that
the board must oversee the institution's
infonnation security program but may
assign specific responsibility for its
implementation.The Agencies invited comment on
whether the Guidelines should require
that the board designate a Corporate
Infonnation Security Officer or other
responsible individual who would have
the authority. subject to the board's
approval, to develop and administer the
institution·s information security
program. The Agencies received a
number of comments suggesting that the
Agencies should not require the creation
of a new po1ltition for this purpose. Some
financial institutions also stated that
hiring one or more additional staCe for
this purpose would impose a significant
burden. The Agencies believe that 8
financial institution will not need to
create a new position with a specific
title for this purpose. as long as the
institution has adequate staff in light of
the risks to its customer information.
Regardless oC whether new staff arc
added. the lines of authority and
responsibility for development,
implementation, and administration of a
financial institution's infonnation
security program need to be well
defined and clearly articulated. to

111. Develop and Implement Information
Security Program
III.A. Involve the Board of Directors
Paragraph In.A. of the proposal
describod the involvemont of tho board
and management in the development
and implementation of an information
security program. As explained in the
proposal, the board's responsibilities are
to: (1) Approve the institution's written
information secwity policy and
program; and (2) oversee efforts to
develop, implement, and maintain an
effective information security program,
including reviewing reports from
management. The proposal also laid out
management's responsibilities for
developing. implementing, and
maintaining the security program.
The Agencies received a number of
comments regarding the requirement of
board approval of the information
security program. Some commenters
stated that each financial institution
should be allowed to decide for itself
whether to obtain board approval of its
program. Others suggested that approval
by either 8 board committee or at the
holding company level might be
appropriate. Still others suggested
modifying the Guidelines to require
only that the board approve the initial
information security program and
delegate subsequent review and
approval of the program to either a
committee or an individual.
The Agencies believe that a financial
institution's overall information security
program is critical to the safety and
soundness of the institution. Therefore,
the final Guidelines continue to place
r('spon~ibi1ity on en instjtution's noar':l
to approve and exercise general
oversight over the program. llowever,
the Guidelines allow the entire board of
a financial institution, or an appropriate
committee of the board to approve the
institution's written security program.
In addition, the Guidelines permit the
board to assign specific implementation
responsibilities to a committee or an
individual.
One commenter suggested that the
Guidelines be revised to provido that if
a holding company develops, approves.
and oversees the information securi ty
program that applies to its bank and
nonbank subsidiaries, there should be
no separate requirement for each
subsidiary to do the same thing. as long
laThe Agencies note that other regulations
as those subsidiaries agree to abide by
already require. financial institution to designate
the holding company's security
• security officer for different purposes. See 12 CFR
21.2: 12 CFR 208.&t(b).
program. The Agencies agree that
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The proposal identified three
same degree of protection to all
responsibilities of management in the
customer information may be
development of an information security unnecessarily burdensome in many
program. They were to: (1) Evaluate the cases. Accordingly. the final Guidelines
impact on a financial institution's
continue to slate that institutions should
take into consideration the sensitivity of
security program of changing business
arrangements and changes to customer
customer information. Disclosure of
information systems; (2) document
certain information (such as account
compliance with these Guidelines; and
numbers or access codes) might be
(3) keep the board informed of the
particularly harmful to customers if the
overall status of the institution's
disclosure is not authorized. Individuals
information securi ty program. A few
who try to breach the institution's
commenters objected to the Agencies
security systems may be likely to target
assigning specific tasks to management. this type of information. When such
These commenters did not object to the
infonnation is housed on systems that
tasks per sc, but suggested that the
are accessible through public
Agencies allow an institution's board
telecommunications networks. it may
and management to decide who within
require more and different protections,
such as encryption. than if it were
the institution is to carry out the tasks.
The Agencies agree that a financial
located in a locked file drawer. To
institution is in the best position to
provide flexibility to respond to these
determine who should be assigned
different security needs in the way most
specific roles in implementing the
appropriate, the Guidelines confer upon
institution's security program.
institutions the discretion to determine
Accordingly, the Agencies have deleted the levels of protection necessary for
tho separate provision assigning specific different categories of information.
roles to management. The
Institutions may treat all customer
responsibilities that were contained in
information the same, provided that the
this provision are now included in other level of protection is adequate for all the
paragraphs of the Guidelines.
information.
Other commenters suggested that the
[11.B. Assess Risk
risk assessment requirement be tied to
Paragraph III.B. of the proposal
reasonably foreseeable risks. The
described the risk assessment process to Agencies agree that the securi ty program
be used in the development of the
should be focused on reasonably
information security program. Under the foreseeable risks and have amended the
proposal. a financial institution was to
final Guidelines accordingly.
identify and assess the risks to customer
The final Guidelines make several
information. As part of that assessment, other changes to this paragraph to
the institution was to determine the
im prove the order of the Guidelines and
sr.nsitivity of the information and the
to eliminate provisions that were
threats to the institution's systems. The
redundant in light of responsibilities
institution also was to assess the
outlined elsewhere. For instance. while
sufficiency of its policies, procedures.
the proposal stated that the risk
systems, and other arrangements in
assessment function included the need
to monitor for relevant changes to
place to control risk. Finally, the
institution was to monitor, evaluate, and technology, sensitivity of customer
infc:":':iation, and th:eats to infc;rmatio&1
adj'J~t its ris". assessment in ligh~ of
security and make adjustments as
changes in areas identified in the
needed, that function has been
proposal.
incorporated into the discussion of
The Agencies received several
managing and controlling risk in
comments on these provisions, most of
which focused on the requirement that
paragraphs III.C.3. and m.E.
Thus. under the Guidelines as
financial institutions do a sensitivity
adopted. a financial institution should
analysis. One commenter noted that
identify the reasonably foreseeable
"customer information" is defined to
moan "nonpublic personal information" internal and external threats that could
result in unauthorized disclosure.
as defined in the G-L-B Act, and that
misuse, alteration. or destruction of
the G-L-B Act provides the same level
customer information or customer
of coverage for all nonpublic personal
information. The commenter stated that information systems. Next. the risk
assessment should consider the
it is therefore unclear how the level of
potential damage that a compromise of
sensitivity would affect an institution's
customer information from an identified
obligations wi th respect to the security
threat would have on the customer
of this information.
infonnation, taking into consideration
While the Agencies agree that all
the sonsiti vity of the information to be
customer information requires
protected in assessing the potential
protection, the Agencies believe that
damage. Finally. a financial institution
requiring all institutions to afford the
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should conduct an assessment of the
sufficiency of existing policies,
procedures. customer information
systems. and other arrangements
intended to control the risks it has
identified.
HI.C. Manage and Control Risk

Paragraph In.c. describes the steps an
institution should take to manage and
the control risks identified in paragraph
DI.B.

Establish policies and procedures
(III.C.l.). Paragraph nI.C.l of the

proposal described the elements of a
cornprehensivo risk management plan
designed to control identified risks and
to achieve tho overall objective of
ensurfng the security and
confidentiality of customer information.
It identified cleven factors an institution
should consider in evaluating the
adequacy of its policies and procedures
to effectively manage these risks.
The Agencies received a large number
of comments on this paragraph. Most of
the comments were based on a
perception that every institution would
ha ve to adopt every security measure
listed in proposed Ill.C.1.a.-k. as part of
the institution's policies and
procedures. In particular. a number of
commenters were concerned that the
proposed Guidelines would require the
encryption of all customer data.
The Agencies did not intend for tho
security measures listed in paragraph
nI.C.l. to be seen as mandatory for all
financial institutions and for all data.
Rather, the Agencies intended only that
an institution would consider whether
the protections listed were appropriate
for the institution's particular
circumstances, and, if so. adopt those
identified as appropriate. The Agencies
continue to believe that these elements
~ay be adapted by institut:cns of
varying sizes, scope of operations. and
risk management structures. Consistent
wi th that approach. the manner of
implementing a particular element may
vary from institution to institution. For
example. while a financial institution
that offers Internet-based transaction
accounts may conclude that encryption
is appropriate. a different institution
that processes all data internally and
does not have a transactional web site
may consider other kinds of access
restrictions that are adequate to
maintain the confidentiality of customer
infonnation. To underscore this point.
the final Guidelines have been amended
to state that each financial institution
must consider whether the security
elements discussed in paragraphs
nI.e.l.a.-h. are appropriate for the
institution and. if so. adopt those
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clements an institution concludes are
appropriate.
The Agencies invited comment on the
degree of detail that should be included
in the Guidelines regarding the risk
management program, including which
elements should be specified in the
Guidelines, and any other components
of a risk management program that
should be listed. With the exception of
those commenters who thought some or
all of the elements of the risk
management program were intended to
be mandatory for all financial
.
institutions, the comments supported
the level of delail conveyed in the
proposed Guidelines. The Agencies
have adopted the provision regarding
management and control of risks with
the changes discussed below. Comments
addressing proposed security measures
that have been adopted without change
also are discussed below.
Access rights. The Agencies received
a numher of comments suggesting that
the reference to "access rights to
customer information" in paragraph
IIJ.C.l.a. of the proposal could be
interpreted to mean providing
customers wi th a righ t of access to
financial information. The reference was
intended to refer to limitations on
employee access to customer financial
information, not to customer access to
financial information. Ilowever, this
clement has been deleted since
limitations on employee access arc
covered adequately in other parts of
paragraph nt.C.l. (See discussion of
"access contro)s" in paragraph nI.C.l.a.
of the final Guidelines, below.)
Access controls. Paragraph III.C.l.b. of
the proposed Guidelines required a
financial institution to consider
appropriate access controls when
establishing its information security
policies and procedures. These controls
wert: intended to address unauthorized
access to an institution's customer
information by anyone, whether or not
employed by the institution.
The Agencies believe that this
element sufficiently addresses the
concept of unauthorized access,
regardless of who is attempting to obtain
access. This would cover, for instance,
attempts through pretext caning to
gather information about a financial
institution's customers. l1 The Agencies
have amended the final Guidelines to
refer specifically to pretext calling in
new In.C.l.a. The Agencies do not
intend for the final Guidelines to require
a financial institution to provide its
customers with access, to information
11 Pretext calling is a fraudulent means of
obtaining an individual's personal information by
persons posing u bank customers.

the institution has gathered. Instead, the
provision in the final Guidelines
addressing access is limited solely to the
issue of preventing unauthorized access
to customer information.
The Agencies have deleted the
reference in the proposed paragraph
III.C.l.h. to providing access to
authorized companies. This change was
made partly in response to commenters
who objected to what they perceived to
be an inappropriate expansion of the
scope of the Guidelines to include
company records and partly in
recognition of the fact that access to
records would be obtained, in any case,
only through requests by individuals.
The final Guidelines require an
institution to consider the need for
access controls in light of the
institution's various customer
infonnation systems and adopt such
controls as appropriate.
Dual control procedures. Paragraph
nI.C.l.f. of the proposed Guidelines
stated that financial institutions should
consider dual control procedures,
segregation of duties, and employee
background checks for em ployees with
responsibility for, or access to, customer
information. Most of the comments on
this paragraph focused on dual control
procedures. \vhich refers to a security
technique that uses two or more
separate persons. operating together to
protect sensitive information. Both
persons arc equally responsiblo for
protecting the information and neither
can accoss the information alone.
According to one commenter. dual
controls arc part of normal audit
procedures and did not need to be
restated. Other commenters suggested
that dual control procedures are not
always necessary, implying that these
procedures are not the norm. The
Agencies recognize that dual-control
prcccrlur3s are not :l.xessary for all
activities, but might be appropriate for
higher-risk activities. Given that the
Guidelines state only that dual control
procedures should be considored by a
financial institution and adopted only if
appropriate for the institution. the
Agencies have retained a reference to
dual control procedures in the items to
be considered (paragraph In.e.l.e).
Oversight ofservicers. Paragraph
nI.C.l.g. of the proposal was deleted.
Instead, the final Guidelines consolidate
the provisions related to service
providers in paragraph nI.D.
Physical hazards and technical
failures. The paragraphs of the proposed
Guidelines addressing protection
against destruction due to physical
hazards and technological failures
(paragraphs In.C.l.j. and k.,
respectively, of the proposal) have been
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consolidated in paragraph nl.C.l.h. of
the final Guidelines. The Agencies
believe that this change improves clarity
and recognizes that disaster recovery
from environmental and technological
failures often involve the same
considerations.
Training (IIT.C.2.). Paragraph Ill.C.2. of
the proposed Guidelines provided that
an institution's information security
program should include a training
component designed to train employees
to recognize, respond to. and report
unauthorized attempts to obtain
customer information. The Agencies
rec.eived several comments suggesting
that this provision directed staff of
financial institutions to report suspected
attempts to obtain customer infonnation
to law enforcement agencies rather than
to the management of the financial
institution. The Agencies did not intend
that result, and note that nothing in the
Guidelines alters other applicable
requirements and procedures for
reporting suspicious activities. For
purposes of these Guidelines, the
Agencies believe that, as part of a
training program, staff should be made
a ware both of federal reporti ng
requirements and an institution's
procedures for reporting suspicious
activities, including attempts to obtain
access to customer information without
proper authority.
The final Guidel ines amend the
provision governing training to state
that a financial institution's infonnation
security program should include 8
training component designed to
implement the institution's infonnation
security policies and procedures. The
Agencies believe that tho appropriate
focus for the trai ning should be on
compliance with the institution's
security program generally and not just
on the limited aspects identified in
prupos(;d nI.C.2. The provisions
governing reporti ng have been moved to
paragraph In.C.l.g., which addresses
response programs in general.
Testing (III.C.3.). Paragraph In.C.3. of
the proposed Guidelines provided that
an information security program should
include regular testing of key controls,
systems, and procedures. The proposal
provided that the freq~ency and nature
of the testing should be detennined by
tho risk assessment and adjusted as
necessary to reflect changes in both
internal and external conditions. The
proposal also provided that the tests are
to be conducted, where appropriate. by
independent third parties or staff
independent of those that develop or
maintain the security program. Finally,
the proposal stated that test results are
to be reviewed by independent third
parties or starr independent of those that
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conducted the test The Agencies
requested comment on whether specific
types or security tests. such as
penetration tests or intrusion detection
tests, should be required.
The most frequent comment regarding
testing of key controls was that the
Agencies should not require specific
tests. Commenters noted that because
technology changes rapidly. the tests
specified in the Guidelines will become
obsolete and other tests will become the
standard. Consequently, according to
these commenters. the Guidelines
should identify areas where testing may
be appropriate without requiring a
financial institution to implement a
specific test or testing procedure.
Several commenters noted that periodic
testing of information security controls
is a sound idea and is an appropriate
standard for inclusion in these
Guidelines.
The Agencies believe that a variety of
tests may be used to ensure the controls,
systems, and procedures of the
information security program work
properly and also recognize that such
tests will progressively change over
time. The Agencies believe that the
particular tests that may be applied
should be Jeft to the discretion of
management rather than specified in
ad vance in these Guidelines.
Accordingly, the final Guidelines do not
require a financial institution to apply
specific tests to evaluate the key control
systems of its information security
program.
The Agencies also invited comment
regarding the appropriate degree of
independence that should be specified
in the Guidelines in connection with the
testing of information security systems
and the review of test results. The
proposal asked whether the tests or
reviews of tests be conducted by
pcrsor..s \·..hc a:'C liot er:lployae3 of t~\}
financial institution. The proposal also
asked whether employees may conduct
the testing or may review test results.
and what measures, if any. are
appropriate to assure their
independence.
Some commenters interpreted the
proposal as requiring three separate
teams of people to provide sufficient
independence to control testing: one
team to operate the system: a second
team to test the system: and a third team
to review test results. This approach,
they argued, would be too burdensome
and expensive to implement. The
Agencies believe that the critical need
for independence is between those who
operate the systems and' those who
either test them or review the test
results. Therefore. the final Guidelines
now require that tests should be

conducted or reviewed by persons who
are independent of those who operate
the systems, including the management
of those systems.
.
Whether a financial institution should
use third parties to either conduct tests
or review their results depends upon a
number of factors. Some financial
institutions may have the capability to
.thoroughly test certain systems in-house
and review the test results but will need
the assistance of third party testers to
assess other systems. For example, an
institution '5 internal audit department
may be sufficiently trained and
independent for the purposes of testing
certain key controls and providing test
results to decision makers independent
of system managers. Some testing may
be conducted by third parties in
connection with the actual installation
or modification or a particular program.
In each instance. management needs to
weigh the benefits of testing and test
review by third parties against its own
resources in this area. both in terms of
expense and reliability.
Ongoing adjustment of program.
Paragraph IlI.C.4. of the proposal
required an institution to monitor.
evaluate and adjust. as appropriate, the
information security program in light of
any relevant changes in technology, the
sensitivity of its customer information,
and internal or external threats to
infonnation security. This provision
was previously located in the paragraph
titled UManage and Control Risk".
While there were no comments on this
provision, tho Agencies wanted to
highlight this concept and clarify that
this provision is applicable to an
institutions· entire information security
program. Therefore. this provision is
now separately identified as new
paragraph In.E. of the final Guidelines.
discussed below.
III.D. Oversee Service Provider

Arrangements
The Agencies' proposal addressed
service providers in two provisions. The
Agencies provided that an institution
should consider contract provisions and
oversight mechanisms to protect the
security of customer infonnation
maintained or processed by service
providers as one of the proposed
elements to be considered in
establ ishing risk management policies
and procedures (proposed para&raph
nI.C.1.g.). Additionally, proposed
paragraph In.D. provided that, when an
institution uses an outsourcing
arrangement, the institution would
continue to be responsible for
safeguarding customer information that
it gives to the service provider. That
proposed paragraph also provided that
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the institution must use due diligence i~
managing and monitoring the
outsourcing 8rrangcm~nt to confirm tha~
its service providers would protect
customer information consistent with
the Guidelines.
The Agencies requested comment on
the appropriate treatment of outsourcing
arrangements, such as whether industry
best practices are available regarding
effective monitoring of service provider
security precautions. whether service
providers accommodate requests for
specific contract provisions regarding
information security. and. to the extent
tha,t service providers do not
accommodate these requcsts. whether
financial institutions implement
effective information security programs.
The Agencies also requested comment
on whether institutions would find it
helpful if the Guidelines contained
specific contract provisions requiring
service provider perfonnance standards
in connection with the security of
customer information.
The Agencies received one example 0:
best practices. but the commenter did
not recommend that they be included in.
the Guidelines. While some commenten
suggested that the Guidelines include
best practices, other commenters stated
that, given the various types of financial
institutions. there could be a variety of
best industry practices. Another
commenter stated that best practices
could become minimum requirements
that result in inappropriate burdens.
The Agencies recognize that infonnatioG
security practices arc likely to evolve
rapidly. and thus believe that it is
inappropriate to include best practices
in the final Guidelines.
Commenters were mixed as to
whether service providers are receptive
to contract modifications to protect
customer information. Commenters
WQre uniform, how~\·e{. in sLaliilg ;ltdt
an institution's obligation to monitor
service providers should not include onsite audits by the institution or its agent
The commenters stated that, in addition
to the expense for financial institutions.
the procedure would place an
inordinate burden on many service
providers that process customer
information for multiple institutions.
Several commenters noted that the
service providers often contract for
audits of their systems and that
institutions should be able to rely upon
those testing procedures. Some
commenters recommended that an
institution's responsibility for
information given to service providers
require only that the institution enter
into appropriate contractual
arrangements. However. commenters
also indicated that requiring speci fie
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contract provisions would not be
consistent with the development of
flexible Guidelines and recommended
against the inclusion of specific
provisions.
The Agencies believe that financial
institutions should entcr into
appropriate contracts, but also believe
that these contracts, alone, are not
sufficient. Therefore, the final
Guidelines, in paragraph nI.D., include
provisions relating to selecting,
contracting with, and monitoring
service providers.
The final Guidelines require that an
institution exercise appropriate due
dil igence in the selection of service
providers. Due diligence should include
a review of the measures taken by a
service provider to protect customer
infonnation. As previously noted in the
discussion of "service provider". it also
should include a review of the controls
the service provider has in place to
ensure that any subservicer used by the
service provider will be able to meet the
objectives of these Guidelines.
The final Guidelines also require that
a financial institution have a contract
with each of its service providers that
requires each provider to implement
appropriate measures designed to meet
the object ives of these Guidelines (as
stated in paragraph II.B.). This provision
docs not require a service provider to
have a security program in place that
complies with each paragraph of these
Guiclelines. Instead, by stating thatft
service provicler's security measures
need only achieve the objectives of these
Guidelines, the Guidelines provide
flexibility for a Rervice provider's
information security measures to differ
from the program that a financial
institution implements. The Agencies
have provided a two-year transition
period during which institutions may
bring their outsourcing ~ontr3cts inte
compliance. (See discussion of
paragraph In.F.) The Agencies have not
included model contract language, given
our belief that the precise terms of
service contracts are best left to the
parties involved.
Each financial institution must also
exercise an appropriate level of
oversight over each of its service
providers to confirm that the service
provider is implementing the provider'S
security measures. The Agencies have
amended the Guidelines as proposed to
include greater flexibility with regard to
the monitoring of service providers. A
financial institution need only monitor
its outsourcing arrangements if such
oversight is indicated by an institution's
o\vn risk assessment. The Agencies
recognize that not all outsourcing
arrangements will need to be monitored

or monitored in the same fashion. Some
service providers will be financial
institutions that are directly subject to
these Guidelines or other standards
prom ulgated by their primary regulator
under section 501 (b). Other service
providers may already be subject to
legal and professional standards that
require them to safeguard the
institution's customer information.
Therefore, the final Guidelines permit
an institution to do a risk assessment
taking these factors into account and
determine for themselves which service
providers will need to be monitored.
Even where monitoring is warranted,
the Guidelines do not require on-site
inspections. Instead, the Guidelines
state that this monitoring can be
accomplished, for example. through the
periodic review of the service provider'S
associated audits, summaries of test
results, or equivalent measures of the
service provider. The Agencies expect
that institutions will arrange, when
appropriate. through contracts or
otherwise, to receive copies of audits
and test result Information sufficient to
assure the institution that the service
provider implements information
security measures that are consistent
with its contract provisions regarding
the security of customer information.
The American Institute of Certified
Public Accountants Statement of
Auditing Standards No. 70, captioned
"Reports on the Processing of
Transactions by Service Organizations"
(SAS 70 report), is one commonly used
external audit tool for service providers.
Infonnation contained in an SAS 70
report may enable an institution to
assess whether its service provider has
infonnation security measures that arc
consistent with representations made to
tho institution during the service
provider selection process.
HI.E. Adjust the Program

Paragraphs m.B.3 and In.C.4. of the
proposed Guidelines both addressed a
financial institution's obligations when
circumstances change. Both paragraph
nI.B.3. (which set forth management's
responsibilities with respect to its risk
assessment) and paragraph In.C.4.
(which focused on the adequacy of an .
institution's information security
program) identified the possible need
for changes to an institution's program
in light of relevant changes to
technology. the sensitivity of customer
information, and internal or external
threats to the infonnation security.
The Agencies received no comments
objecting to the statements in these
paragraphs of the need to adjust a
financial institution's program as
circumstances change. While the
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Agencies have not changed the
substance of these provisions in the
final Guidelines, we have, however,
made a stylistic change to simplify the
Guidelines. The final Guidelines
combine, in paragraph In.E., the
provisions previously stated separately.
Consistent with the proposal. this
paragraph provides that each financial
institution must monitor, evaluate. and
adjust its information security program
in light of relevant changes in
technology. the sensitivity of its
customer information, internal or
external threals to information, and the
inslitution's own changing business
arrangements. This would include an
analysis of risks to customer
information posed by new technology
(and any needed program adjustments)
before a financial institution adopts the
technology in order to determine
whether a security program remains
adequate in light of the new risks
presented. 12
HI.F. Report to the Board
Paragraph In.A.2.c. of the proposal set
out management's responsibilities for
reporti ng to its board of directors. As
previously discussed, the final
Guidelines have removed specific
requirements for management, but
instead allow a financial institution to
determine who within the organization
should carry out.a given responsibility.
The board reporting requirement thus
has been amended to require that a
financial institution report to its board,
and that this report be at least annual.
Paragraph In.F. of the final Guidelines
sets out this rcquircmr.nt.
The Agencies invited comment
regarding the appropriate frequency of
reports to the board, including whether
reports should be monthly, quarterly, or
annually. The Agencies received a
nun.ber of Cllnlments recommending
that no specific frequency be manda ted
by the Guidelines and that each
financial institution be permitted to
establish its own reporting period.
II For additional information concerning how a
financial institution should identify. measure.
monitor. and control risks associated with the use
of technology. see ace Bulletin 98-3 concerning
technology risk management. which may be
obtainod on the Internot at http://
www.occ.trcos.govl/tp/bulletin/9B-3.txt.; Federal
Roserve SR Letter 98-9 on Assessment or
Information Technology in the Risk-Focused
Frameworks for the Supervision or Community
Banks and Large Complex Banung Organizations.
April 20. 1998. http://www.fedecalreserve.gov/

boatddocs/SRLElTERS/t 998/SR9809.HTM; FD IC
FIL 99-68 concerning risk assessment tools and

practices for information security systems at http:/
/www·fdic.gov/news/news/finoncioI/1999/
fiI9968.html.; ors's CEO Letter 70. Statement on
Retail On-Line Personal Computer Danling. (June
23.1997). available at http://www.ots.treos.govi
docS/25070.pdf.
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Several commenters stated that if a
reporting period is required. then it
should be not less than annua))y unless
some material event triggers the need for
an interim report.
The AgencIes expect that in all cases.
management will provide its board (or
the appropriate board committee) a
written report on the infonnation
security program consistent with the
Guidelines at least annually.
Management of financial institulions
with more complex information systems
may find it necessary to provide
information to the board (or a
committee) on a more frequent basis.
Similarly. more frequent reporting will
be appropriate whenever a material
event affecting the system occurs or a
material modification is made to the
system. The Agencies expect that the
content of these reports will vary for
each financial institution, depending
upon the nature and scope of its
activities as well as the different
circumstances that it will confront as it
implements and maintains its program.

financial institution may be placed in
the position of providing an initial
notice regarding confidentiality and
security and thereafter amending the
pri vacy pol icy to accurately refer to the
federal standards once they became
effective. For these reasons, tho
Agencies have retained July 1. 2001. as
the effective date for these Guidelines.
Ilowever. the Agencies havo included
a transition rule for contracts with
service providers. The transition rule.
which parallels a similar provision in
the Privacy Rule. provides a two-year
period for grandfathering existing
contracts. Thus a contract entered into
on or before the date that is 30 days after
publication of the final Guidelines in
the Federal Register satisfies the
provisions of this part until July 1. 2003,
even if the contract does not incl ude
provisions delineating the servicer's
duties and responsibilities to protect
customer information described in
paragraph 111.0.
Location of Guidelines: These
guidelines have been published as an
appendix to each Agency's Standards
ITI.C. Implement the Standards
for Safety and Soundness. For the acc.
Paragraph III.E. of the proposal
those regulations appear at 12 CFR part
described the timing requirements for
30; for the Board, at 12 CFR part 208;
the implementation of these standards.
for the FDIC. at 12 CFR part 364; and for
It provided that each financial
the OTS. at 12 CFR part 570. The Board
institution is to take appropriate steps to also is amending 12 CFR parts 211 and
fully implement an information security 225 to apply the Guidelines to other
program pursuant to these Guidelines
institutions that it supervises.
by July 1,2001.
The Agencies will apply the rules
The Agencies received several
already in place to require the
comments suggesti ng that the proposed
submission of a compliance plan in
effective date be extended for a period
appropriate circumstances. For the acC.
of 12 to 18 months because financial
those regulations appear at 12 CFR part
institutions arc currently involved in
30; for the Board at 12 CFR part 263; for
efforts to meet the requirements of the
the FDIC at 12 CFR part 308, subpart R;
final Privacy Rule by the compliance
and for the DTS at 12 CFR part 570. The
deadline, July 1. 2001. The Agencies
final rules make conforming changes to
believe that the datcs for full
the regulatory text of these parts.
compliance with these Guidelines and
Rescission of Year 2000 Standards for
th~ Priva-:y Rul~ shou!d coin!:idc.
Safety and S!)cnd!1css: Tho Agnncie~
Financial institutions arc required. as
previously issued guidelines
part of their initial privacy notices, to
establishing Ycar 2000 safety and
soundness standards for insured
disclose their policies and practices
with respect to protecting the
depository institutions pursuant to
section 39 of the FDI Act. Because the
confidentiality and security of
events for which these standards were
nonpublic personal information. See
issued have passed. the Agencies have
§ _.6(a)(8). Each Agency has provided
concluded that the guidelines are no
in the appendix to its Privacy Rule that
longer necessary and proposed to
a financial institution may satisfy this
rescind the standards as part of this
disclosure requirement by advising its
customers that the institution maintains rulemaking. The Agencies requested
comment on whether rescission of these
physical. electronic, and procedural
standards is appropriate. Those
safeguards that comply with federal
commenters responding to this request
standards to guard customers'
were unanimous in recommending the
nonpublic personal information. See
rescission of the Year 2000 Standards.
appendix A-7. The Agencies believe
and the Agencies have rescinded these
that this disclosure will be meaningful
only if the final Guidelines are effective standards. These standards appeared for
the acc at 12 CFR part 30. appendix B
when the disclosure is made. If the
and C: for the Board at 12 CFR part 208,
effective date of these Guidelines is
appendix D-2; for the FDIC at 12 CFR
extended beyond July 1, 2001, then a
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part 364. appendix B; and for the OTS
at 12 CFR part 570. appendix B.
~ccordingJy. the Agencies hereby
rescind the Year 2000 Standards for
Safety and Soundness. effective thirty
(30) days after the publication date of
this notice of the joint final rule.
IV. Regulatory Analysis

A. Paperwork Reduction Act
The Agencies have determ ined that
this rule does not involve a collection of
information pursuant to the provisions
of the Paperwork Reduction Act (44
U.S.C. 3501 et seq.).

B. Regulatory Flexibility Act
DCC: Under the Regulatory Flexibility
Act (RFAl. the acc must either pro\;de
a Final Regulatory Flexibility Analysis
(FRFA) with these final Guidelines or
certify that the final Guidelines "will
not. if promulgated". have a significant
economic impact on a substantial
number of small entities. 13 The acc has
evaluated the effects of these Guidelines
on small entities and is providing the
following FRFA.
Although the acc specifically sought
comment on the costs to small entities
of establishing and operating
information security programs, no
commenters provided specific cost
information. Instead, commenters
confirmed the acc's concl usion that
most if not all institutions already have
information security programs in place.
because the standards reflect good
business practices and existing DCC and
FFIEC guidance. Some comments
indicated. however. that institutions
will have to formalize or enhance their
infonnation security programs.
Accordingly. the acc considered
c')rHfying. und~r ~cctiQn 6G~(b~ of l~,=,
RFA. that these Guidelines will not have
a significant economic impact on a
substantial number of small entities.
However, given that the guidance
previously issued by the Dec and th e
FFIEC is not completely identical to the
Guidelines being adopted in this
rulemaking. the Guidelines are likely to
have some impact on all affected
institutions. \Vhile the ace believes
that this impact will not be substantial
in the case of most small entities. we
nevertheless have prepared the
following FRFA.
UTho RFA defines the tonn "small entity" ic 5
U.S.c. 601 by reference to • definition publish': by
the Small Business Administration (53:\). The 53A
has defined a "small entity" for banLng PUl'pOS-!:!
as a national or commercial bank.. or sa\'ings
institution with less than $100 million in ISSeUSee 13 CFR 121.201,

uu ... u

1. Reasons for Fi nal Action

implementation. To facilitate board
oversight, the institution must provide
to the board or to the board committee
a report, at least annuany, describing
the overall status of the institution's
information security program and the
institution's compliance with the
Guidelines.
Because the information security
program described above reneelS
existing supervisoryguidancc. the ace
believes that most institutions already
have the expertise to develop,
implement. and maintain the program.
However. if they have not already done
so. institutions will have to retain the
services of someone capable of assessing
threats to the institution's customer
2. Objectives of and Legal Basis for Final information. Institutions that lack an
Action
adequate information security program
also will have to have personnel capable
The objectives of the Guidel ines are
of developing. implementing and testing
described in the Supplementary
security measures to address these
Information section above. The legal
threats. Institutions that use service
bases for the Guidelines arc: 12 U.S.C.
providers may require legal skills to
93a. 1818. 1831p-l. and 3102(b) and 15
draft appropriate language for contracts
USC 6801 and 6805(b)(1).
with service providers.
3. Small Entities to Which tho Rule Will
5.
Public Comment and Significant
Apply
Alternatives
The acC's final Guidelines will apply
The DCC did not receive any public
to approximately 2300 institutions.
comment on its initial regulatory
including national banks. federal
branches and federal agencies of foreign flexibility analysis. although it did
receive comments on the proposed
banks. and certain subsidiaries of such
Guido) incs. and on the impact of tho
entities. The ace estimates that
approximately 1125 of these institutions Guidelines on small entities in
particular. The comments received by
arc small institutions with ilssots loss
the acc and the other Agencies are
than $100 million.
discussed at length in the
4. Projected Reporting. Rocordkeeping.
supplementary information above.
and Other Compliancn Requirements;
While some commenters suggested that
Skills Required
the DCC exempt small institutions
altogether. the acc has no authority
The Guidelines do not require any
under tho statute to do so. The
reports to the acc. however. they
discussion below reviews the changes
require all covered institutions to
adopted in the final Guidelines that will
develop and implement a written
information security program comprised minimize the economic impact of the
Guidelines on all businesses.
of several clements. Institutions must
The acc carefully considered
assess the risks to their customer
comments from small entities that
infonnation and adopt appropriato
encouraged the Agencies to issue
measures to control those risks.
Institutions must then test these security guidelines that are not overly
prescriptive. that provide flexibility in
measures and adjust their information
the design of an information security
security programs in light of any
program. but that still provide small
relevant changes. In addition.
entities with some guidance. After
institutions must use appropriate due
diligence in selecting service providers. considering these comments, the acc
detenn ined that it is appropriate to
and require service providers. by
issue the standards as Guidelines that
contract. to implement appropriate
allow each institution the discretion to
security measures. The Guidelines also
design an information security program
require institutions to monitor their
service providers. where appropriate. to that suits its particular size and
confirm they have met their contractual complexity and the nature and scope of
its activities. The acc considered
obligations. Finally. the Guidelines
issuing broader Guidelines that would
require the board of directors or an
only identify objectives to be achieved
appropriate committee of the board of
while leaving it up to each institution to
each institution to approve the
decido what steps it should take to
institution's infonnation security
.
ensure that it meets these objectives.
program and to oversee its
The ace is issuing these Guidelines
under section 501 (b) of the C-L-B Act.
Section 501 (b) requires the ace to
publish standards for fmancial
institutions subject to its jurisdiction
relating to administrative. technical and
physical standards to: (1) insure the
security and confidentiality of customer
records and information: (2) protect
against any anticipated threats or
hazards to the security or integrity of
such records: and (3) protect against
unauthorized access to or use of such
records or information which could
result in substantial harm or
inconvenience to any customer.
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I-Iowever, the DCC concluded that such
broad guidance ultimately would be less
helpful than would be guidelines that
combine the nexibility sought by
commcnlers with meaningful guidance
on factors that an institution should
consider and steps that the institution
should take. The OCC also considered
the utility of more prescriptive
guidelines. but rejected that approach
out of concern that it likely would be
more burdensome. could interfere with
innovation, and could impose
requirements that would be
inappropriate in a given situation.
While the Guidelines are not overly
detailed, they provide guidance by
estsblishing the process an institution
will need to follow in order to protect
its customer information and by
identifying security measures that are
likely to have the grealest applicability
to national banks in general.
.
Most commenters supported the use
of the more narrow definition of
"customer" in the Guidelines as is used
in the Privacy Rule rather than a broad
definition that would apply to all
records under the control of a financial
institution. Commenters maintained
that two different definitions would be
confusing and also inconsistent with the
usc of the tenn "customer" in section
501 of the G-L-B Act. The DCC
considered using the broader definition.
but detnrmined that information
security could be addressed more
broadly through other vehicles. For the
s~ke of consistency. the final Guidelines
adopt the narrower definition and apply
only to records of consumers who have
established a continuing relationship
with an institution under which the
institution provides ono or more
financial products or selViccs to the
consumer to be used primarily for
personal, family or housohold purposes.
the definition used in the Privacy Rule.
Manv commenters criticizP.d the list
of proposed objectives for each financial
institution's information security
program which generally reflected the
statutory objectives in section 501 (b).
According to these comments, the
objectives were stated in 8 manner that
made them absolute. unachie·,able, and
therefore burdensome. The final
Guidelines have been drafted to clarify
these objectives by stating that each
security program is to be "designed" to
accomplish the objectives stated.
Commenters wanted board
involvement in the development and
implementation of an information
security program left to the discretion of
the financial institution. Commenters
also asked tho ace to clarify that the
board may delegate to a committee
responsibility for involvement in tho
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institution's security program. While the
Many commenters objected to
final Guidelines as drafted continue to
provisions in the proposal requiring
place responsibility on an institution's
institutions to monitor their service
board to approve and exercise general
providers. Commenters asserted that it
oversight over the program. they now
would be burdensome to require thom
clarify that a committee of the board
to monitor the activities of their service
may approve the institution's written
providers and that information security
security program. In addition. the
of service providers should be handled
Guidelines permit the board to assign
through contractual arrangements. The
specific implementation responsibilities final Guidelines include greater
to a committee or an individual.
flexibility with regard to the monitoring
Tho ace considered requiring an
of service providers than was provided
institution to designate a Corporate
in the proposal. The final Guidelines
Security Officer. However, the agency
recognize that some service providers
agreed with commenters that a financial will be financial institutions that are
institution is in the best position to
directly subject to these Guidelines or
determine who should be assigned
other standards promulgated under
specific roles in implementing the
section 501 (b) and that other service
institution's security program.
providers may already be subject to
Therefore. the Guidelines do not
legal and professional standards that
include this reguirement.
require them to safeguard the
Tho proposal identifying various
institution's customer information.
security measures that an institution
Therefore, the final Guidelines permit
should consider in evaluating the
an institution to do a risk assessment
adequacy of its policies and procedures
taking these factors into account and to
was criticized by many commenters.
determine for themselves which service
These commenters misinterpreted the
providers will need to be monitored.
list of measures and believed each
Where monitoring is warranted. the
measure to be mandatory. Small entities Guidelines now specify that monitoring
commented that these measures were
can be accomplished, for example,
overly comprehensive and burdensome. through the periodic review of the
As discussed previously in the
service provider's associated audits.
preamble. the acc did not intend to
summaries of test results. or equivalent
suggest that every institution must
measures of the service provider.
adopt every one of the measures. To
In addition. after considering the
highlight the acC's intention that an
comments about contracts with service
institution must determine for itself
providers and the effective date of the
which measures win be appropriate for
Guidelines. the ace also adopted a
its own risk profile. the final Guidelines transition rule. similar to a provision in
now clearly state that each financial
the Privacy Rule. that grandfathers
institution must consider whether the
existing contracts for a two-year period.
security clements listed arc appropriate
One commenter requested that
for the institution and. if so. adopt those smaller community banks be given
clements an institution concludes are
additional lime to comply with the
appropriate.
Guidelines because having to comply
Commenters noted that testing could
wi th the new Privacy Rule and these
be burdensome and costly. especiaHy
Guidelines will put a strain on the
for small entitir.s. The ocr; ct)nsitiered
rC30urce~ of s:nanar oonb. The ace
mandating specific tests. but determined considered this request but did not
that with changes in technology. such
change the effective date of the
tests could become obsolete. Therefore.
Guidelines given the importance of
the final Guidelines permit management safeguarding customer information. In
to exercise its discretion to determine
addition. most institutions already have
the frequency and types of tests that
information security programs in place.
need to be conducted. The OCC
and the ace has addressed this concern
considered required testing or the
by adding flexibility to the final
review of tests to be conducted by
Guidelines in a variety of other areas as
outside auditors. The ace determined
described above.
that these duties could be"performed
Board: The Regulatory Flexibility Act
effectively by an institution's own staff. (5 U.S.C. 604) requires an agency to
if staff selected is sufficiently
publish a final regulatory flexibility
independent. Therefore, the Guidelines analysis when promulgating a final rule
permit financial institutions to
.that was subject to notice and comment.
determine for themselves whether to use
Need for and objectives of Guidelines:
third parties to either conduct tests or
As discussed above. these Guidelines
review their results or use staff
implement section 501 of tho GLB Act.
independent of those that develop or
The objective of the Guidelines is to
maintain the institution's security
eslab1 ish standards for financial
program.
institutions that are subject to the

to
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Board's jurisdiction to protect the
security and confidentiality of their
customers' information. In particular.
the Guidelines require those financial
institutions to implement a
comprehensive written infonnation
security program that includes:
(1) Assessing the reasonably
foreseeable internal and external threats
that could result in unauthorized
disclosure. misuse. alteration. or
destruction of customor information;
(2) Adopting security measures that
the financial institution concludes aro
appropriate for it: and
(3) Overseeing its arrangements with
its kervico provider(s).
Comments on the initial regulatory
flexibility analysis: Although few
commenters addressed the initial
regulatory flexibility analysis
specifically. many commenters
addressed the regulatory burdens that
were discussed in that analysis. Severa]
commenters noted that certain aspects
of the proposal may tax the
comparatively limited resources of
small institutions, yet few commenters
quantified the potential costs of
compliance. The comments received by
the Board and the other Agencies were
discussed in the supplementary
information above. Those comments
that are closely related to regulatory
burden are highlighted below:
The Board requested comment on the
scope of the term "customer" for
purposes of the Guidelines. Many
commcnters opposed expanding the
proposed scope of the Guidelines to
apply to information about business
customers and consumers who have not
established continuing relationships
with the financial institution. The
commenters stated that an expanded
scope would impose higher costs of
developing an information security
progr3m and wou!d bo inc:lcsistent \-/ith
the use of the term "customer" in
section 501 of the GLB Act and the
Agencies' Privacy Rule. As explained in
the supplementary infonnation above,
the Board has defined "customer" in the
final Guidelines in the same way as that
term is defined in section .3(h) of the
Agencies' Privacy Rule. Many commenters urged the Board to
reduce the level of detail about the
kinds of measures that would be
required to implement an information
security program under the proposed
Guidelines. Commenters argued. for
instance, that requiring particular
testing procedures of security systems
would make tho standards too onerous
for those institutions for which other
kinds of lests and audits would be more
suitable. In a similar vein. some
commenters proposed that the Board
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should issue examples that would
illustrate the kinds of security measures
that, if adopted, would constitute
compliance with the Cuidelines.
The Board believes that many
commenters may have misinterpreted
the intent of the original proposal
regarding the particular safeguards that
would be expected. The provision that
requires each financial institution to
consider a variety of security measures
has been redrafted in an effort to clari fy
that the institution must determine for
itself which measures win be
appropriate to its own risk profile.
Although an institution is required to
consider each of the security measures
listed in paragraph nl.e.l., it is not
obligated to incorporate any particular
security measures or particular testing
procedures into its information security
program. Rather, the institution may
adopt those measures and use those
tests that it concludes are appropriate.
The Board is mindful that institutions'
operations will vary in their complexity
and scope of activities and present
different risk profiles to their customer
information. Accordingly. the Board has
not established definitive security
measures that, if adopted. would
constitute compliance with the
Guidelines.
The Board asked for comments on
several issues related to the appropriate
security standards pertaining to an
institution's arrangements with its
service providers. As discussed above.
many comments addressed theso issues
and. notably, objected to a provision
that would require an institution to
monitor its service providers through
on-site audits. Several commenters
noted that the service providers often
contract for audits of their systems and
argued that an institution should be able
to rely upon those testing procedures.
Com:ncntcrs ~)so rcccm~e:ldcd that an
institution's responsibility for
infonnation given to service providers
require only that the institution enter
into appropriate contractual
arrangements. The Board has modified
the Guidelines to clarify an institution's
responsibilities with respect to service
providers. The Board has not designed
a standard that would require a
financial institution to conduct an onsile audit of its service provider's
security program. Instead, the Board
adopted a standard that requires an
institution to monitor its service
provider to confirm that it has satisfied
its contractual obligations, depending
upon the institution's risk assessment.
In the course or conducting its risk
assessmont and detennining which
service providers will need to be
monitored, an institution may take into

account the fact that some of its service
providers may be financial institutions
that are directly subject to these
Guidelines or other standards
promulgated by their primary regulator
under section 501 (b). Furthermore. after
considering the comments about
contracts with service providers and the
effective date of the Guidelines, the
Board also adopted a transition rule,
which parallels a similar provision in
the Privacy Rule. that provides a twoyear period for grandfathering existing
contracts.
Many commenters addressed the
burdens that would be imposed by the
proposal due to the effective date and
urged the Board to extend the proposed
July 1, 2001, effective date for period·
ranging from one to two years. Most of
these commenters argued that
complying with the proposed
Guidelines by July 1,2001, would place
a considerable burden on their
businesses. particularly because the
Guidelines would mandate changes to
computer software, employee training,
and compliance systems. As discussed
above. the Board believes that the dates
for full compliance with these
Guidelines and the Privacy Rule should
coincide. Financial institutions are
required. as part of their initial privacy
noUces, to describe their policies and
practices with respect to protecting the
confidentiality and security of
nonpublic personal information (12 CFR
216.6). The Board believes that if the
effective date of these Guidelines is
extended beyond July 1,2001, then a
financial institution may be placed in
the position of providing an initial
notice regarding confidentiality and
security and thereafter amending the
privacy policy to accurately refer to the
federal standards once they became
effective. Accordingly, the Board has
adopted the proposed effective dalt) of
July 1,2001.
Institutions covered. The Board's final
Guidelines will apply to approximately
9,500 institutions, including state
member bank.s, bank holding companies
and certain of their nonbank
subsidiaries or affiliates, state uninsured
branches and agencies of foreign banks,
commercial lending companies owned
or controlled by foreign banks, and Edge
and Agreement corporations. The Board
estimates that over 4,500 of the
institutions arc small institutions with
assets less than $100 million.

New compliance requirements. The
final Guidelines contain new
compliance requirements for all covered
institutions. many of which are
contained in existing supervisory
guidance and examination procedures.
Nonetheless. each must develop and
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implement a written information
security program. As part of that
program, institutions will be required to
assess the reasonably foreseeable risks.
taking into account the sensitivity of
customer information, and assess the
sufficiency of policies and procedures
in place to control those risks.
Institutions that use third party service
providers to process customer
information must exercise appropriate
duo diligence in selecting them. require
them by contract to implement
appropriate measures designed to meet
the objectives of these Cuidelines, and
depending upon the institution's risk
assessment, monitor them to confirm
that they have satisfied their contractual
obligations. As part of its compliance
measures, an institution may need to
train its employees or hire individuals
with professional skills suitable to
implementing the policies and
procedures of its information security
program, such as those skills necessary
to test or review tests of its security
measures. Some institutions may
already have programs that meet these
requirements, but others may not.
Minimizing impact on small
institutions. The Board believes the
requirements of the Act and these
Guidelines may create additional
burden for some small institutions. The
Guidelines apply to all covered
institutions, regardless of size. The Act
docs not provide the Board with tho
authority to exempt a small institution
from the requirement of implementing
administrative, technical, and physical
safeguards to protect the security and
confidentiality of customer information.
Although the Board could develop
different guidelines depending on the
size and complexity of a financial
institution, the Board believes that
differing treatment would not be
dppropri&to, give'l that one of tIte slaloo
purposes of the Act is to protect the
confidentiality and security of
customers' nonpublic personal
infonnation.
The Board believes that the
compliance burden is minimized for
small institutions because the
Guidelines expressly allow institutions
to develop security measures that are
"appropriate to the size and complexity
of the [institution)". The Guidelines do
not mandato any particular policies.
procedures, or security measures for any
institution other than general
requirements, such 8S to Utrain stafr' or
"monitor its service providers to
confirm that they have satisfied their
(contractual) obligations". The Board
belioves that the final Cuidelines vost a
small institution with a broad degree of
discretion to design and implement an
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infonnation security program that suits
its own organizational structure and risk
profile.
FDIC: The Regulatory Flexibility Act
(5 U.S.C. 601-612) (RFA) requires,
subject to certain exceptions, that
federal agencies prepare an initial
regulatory flexibility analysis (IRF A)
with a proposed rule and a final
regulatory nexibility analysis (FRFA)
with a final rule, unless the agency
certifies that the rule will not have a
significant economic impact on a
substantial number of small entities. '4
At the time of issuance of the proposed
Guidelines, the FDIC could not make
such a determination for certification.
Therefore, the FDIC issued an IRFA
pursuant to section 603 of the RF A.
After reviewing the comments
submitted in response to the proposed
Guidelines, the FDIC believes that it
does not have sufficient infonnation to
dcterm ine whether the final Guidelines
would have a significant economic
impact on a substantial number of small
entities. Hence, pursuant to section 604
of the RFA. the FDIC provides the
following FRFA.
This FRFA incorporates the FDIC's
initial findings. as set forth in the IRFA:
addresses the comments submitted in
response to the IRFA; and describes the
steps the FDIC has taken in the final
rule to minimize the impact on sman
entities. consistent with the objectives
of the Gramm-leach-Bliley Ad (G-L-B
Act). Also, in accordance with section
212 of the Sma)) Business Regulatory
Enforcement Fairness Act of 1996
(Publ ic Law 104-121). in the ncar future
the FDIC will issue a compliance guide
to assist sma)) entities in complying
with these Guidelines.

Statement of the Need and Objectives of
the Rule
The final Guidelines implement the
provisions of Title V. Subtitle A, Section
501 of the GLBA addressing standards
for safeguarding customer information.
Section 501 requires the Agencies to
publish standards for financial
institutions relating to administrative,
technical. and physical standards to:
Insure the security and confidentiality of
customer records and information.
Proted against any anticipated threats or
hazards to the security or integrity of such
records.
Protect against unauthorized access to or
use of such records or information. which
could result in substantial harm or
. inconvenience to any customer.

The final Guidelines do not represent
any change in the policies of the FDIC:
rather they implement the G-L-B Act
requirement to provide appropriate
standards relating to the security and
confidentiality of customer records.
Summary of Significant Issues Raised
by the Public Comments; Description of
Steps the Agency Has Taken in
Response to the Comments to Minimize
the Significant Economic Impact on
Small Entities.
In the IRFA. the FDIC specifically
requested information on whether sma))
entities would be required to amend
their operations in order to comply with
the final Guidelines and the costs for
such compliance. The FDIC also
requested comment or information on
the costs of establishing infonnation
security programs. The FDIC also sought
comment on any significant alternatives.
consist ent wi th the G-L-B Act that
would minimize the impact on sma))
entities. The FDIC received a total of 63
comment letters. However. none of the
comment
lelters specifically addressed
Small Entities to Which the Guidelines
the initial regulatory flexibility Act
\\'il! ApFly
section of the proposed Guidelines.
The final Guidelines will apply to all .Instead, many commenters, representing
banks of various sizes, addressed the
FDIC-insured state-nonmember banks,
regulatory burdens in connection with
regardless of size, including those with
their discussion of specific Guideline
assets of under $100 million. As of
September 2000, there were 3.331 small provisions.
The FDIC has sought to minimize the
banks out of a total of 5,130 FDICburden on all businesses, including
insured state-nonmember banks with
small entities, in promulgating this final
assets of under 5100 million. Title V.
Guidelines. The statute does not
Subtitle A, of the GLBA does not
authorize the FDIC to create exemptions
provide either an exception for small
banks or statutory authority upon which from the G-L-B Act based on an
institution's asset size. However, the
the FDIC could provide such an
FDIC carefully considered comments
exception in the Guidel ines.
regarding alternatives designed to
minimize the economic and overall
I . The RFA defines the term "small entity'· in 5
burden of complying with the final
V.S.c. 601 by reference to deflllitions published by
the Small Business Administration (SSA). The SBA
Guidelines. The discussion below
has defined a "sman entity" for banking purposes
reviews some of the significant changes
8S • national or commercial bank.. or savings
adopted in the final Guidelines to
institution with leu than S100 'million in assets.
accomplish this purpose.
See 13 CFR 121.201.
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1. Issue the Rule as Guidelines or
Regulations. The FDIC sought comment
on whether to issue the rule as
Guidelines or as regulations. All the
comment letters stated that the rule
should be issued in the fonn of
Guidelines. Some community banks
stated that the Guidelines were
unnecessary because they already have
infonnation security programs in place
but would prefer Guidelines to
regulations. The commentary supported
the use of Guidelines because guidelines
typically provide more flexibility than
regulations. Since technology changes
rapidly. Guidelines would allow
ins\itutions to adapt to a changing
environment more quickly than
regulations, which may become
outdated. The FDIC has issued these
standards as Guidelines. The final
Guidelines establish standards that will
anow each institution the flexibility to
design an information security program
to accommodate its particular level of
complexity and scope of activities.
2. Definition of Customer. In the
proposed Guidelines, the FDIC defined
"customer" in the same manner as in
the Privacy Rule. A "customer" is
defined as a consumer who has
established a continuing relationship
with an institution under which the
institution provides one or more
financial products or services to the
consumer to be used primarily for
personal. family.'or household
purposes. This definition does not
include a business or a consumer who
docs not have an ongoing relationship
with a financial institution. Almost all
of the comments received by the FDIC
agreed with the proposed definition and
agreed that the definition should not be
expanded to provide a common
information security program for all
types of records under the control of a
finaGci&l institution. Tho GuidQlinea
will apply only to consumer records as
defined by the Privacy Rule, not
business records. This will allow for a
consistent interpretation of the term
"customer" between the Guidelines and
the Privacy Rule.
3. Involvement of the Bank's Board of
Directors. The FDIC sought comment on
how frequently management should
report to the board of directors
concerning the bank's infonnation
security program. Most of the comment
letters stated that the final Guidelines
should not dictate how frequently the
bank reports to the board of directors
and that the bank should have
discretion in this regard. The comment
letters clearly conveyed a preference to
not have a reporting requirement.
1·lowever, if there was to be one,
commenters suggested that it be annual.
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The Agencies have amended the
Guidelines to require that a bank report
at least annually to its board of
directors. However, more frequent
reporting will be necessary if a material
event affecting the information security
system occurs or if material
modifications are made to the system.
4. Designation of Corporate
Information Security Officer. The
Agencies considered whether the
Guidelines should requiro that the
bank's board of directors designate a
"Corporate Information Security
Officer" with the responsibility to
develop and administer the bank's
infonnation security program. Most of
the comment letters requested that this
requirement not be adopted because
adding a new personnel position would
be financially burdensome. The FDIC
agrees that a new position with a
specific title is not necessary. The final
Guidelines do. however, require that the
authority for the development,
implementation, and administration of
the bank's information security program
be clearly expressed although not
assigned to a particular individual.
5. Managing and Conlrolling Risk.
Many comments focused on the eleven
factors in the proposed Guidelines that
banks should consider when evaluating
the adequacy of their information
security programs. The Agencies did not
intend to mandate the security measures
listed in section UI.C. of the proposed
Guidelines for all banks and all data.
Instead the Agencies believe the
security measures should be fonowed as
appropriate for each bank's particular
circumstances. Some concern was
expressed that tho proposed Guidolines
required encryption of all customer
information. The FDIC believes that a
bank that has Internet-based transaction
accounts or 8 transactional Web site
may de~ide L~3t encryption is
appropriate, but a bank that processes
aU data internally may need different
access restrictions. While a bank is to
consider each element in section In.c.
in the design of its information security
program, this is less burdensome than a
requirement to include each element
listed that section.
The proposed Guidelines provided
that institutions train employees to
recognize. respond to, and report
suspicious attempts to obtain customer
information directly to law enforcement
agencies and regulatory agencies. Some
comment letters stated that suspicious
activity should be reported to
management, not directly to law
enforcement agencies Bnd regulatory
agencies. The FDIC believes employees
should be made aware of federal
reporting requirements and an

institution's procedures for reporting
suspicious activity. However, the
Guidelines have been amended to allow
financial institutions to decide who is to
file a report to law enforcement
agencies, consistent with other
applicable regulations.
A significant number of comments
stated that the FDIC should not require
specific tests to ensure the security and
confidentiality of customer information.
Some comments stated that periodic
testi ng is appropriate. The final
Guidelines do not specify particular
tests but provide that management
should decide on the appropriate
testing. Also, tho final Guidelines
require tests to be conducted or
reviewed by people independent of
those who operate the systems. Further,
banks must review their service
provider's security program to
determine that it is consistent with the
Guidelines. However, the final
Guidelines do not require on-site
inspections.
6. Effective Date. The effective date
for the final Guidelines is July 1, 2001.
As discussed in the scction-by-section
analysis, many of the comment letters
urged the FDIC to extend the effective
date of the Guidelines, particularly
since this is tho effective date for
complying with the Privacy Rule.
Several of the comments suggested the
proposed effective date be extended for
12 to 18 months. However. the FDIC
believes that the effective date for the
Cuidelines and the Privacy Rule should
coincide. The Privacy Rule requires a
financial institution to disclose to its
customers that the bank maintains
physical, electronic, and procedural
safeguards to protect customers'
nonpublic personal information.
Appendix A of the Privacy Rule
provides that this disclosure may refer
to these federal guidelines. This is only
meaningful if the final Guidelines for
safeguarding customer information are
effective when the disclosure is made.
The Guidelines do provide a transition
rule for contracts with service
providers-essentia1ly allowing a twoyear compliance period for service
provider contracts. A contract entered
into on or before March 5, 2001, satisfies
the provisions of this part until July 1,
2003, even if the contract does not
incl ude provisions delineating the
servicer's duties and responsibilities to
protect customer information described
in section nl.D. This additional time
will allow financial institutions to make
all necessary changes to service
provider contracts and to comply with
this segment of the Guidelines.
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Summary oCthe Agency Assessment oC
Issues Raised in Public Comments
Most of the comment lelters did not
discuss actual compliance costs for
implementing the provisions of the
Guidelines. Some commenters stated
that their bank has an established
information security program and that
information security is a customary
business practice. The new compliance
and reporting requirements will create
additional costs for some institutions.
These costs include: (1) Training staff:
(2) monitoring outsourcing agreements:
(3) performing due diligence before
cOft~cting with a sorvice provider; (4)
testing security systems: and (5)
adjusting security programs due to
technology changes. The comments did
not provide data from which the FDIC
could quantify the cost of implementing
the requirements of the GLBA. The
compliance costs will vary among
institutions.
DescriptionJEslimale of Small Entities
To Which the Guidelines Will Apply
The Guidelines will apply to
approximately 3,300 FDIC insured State
nonmember banks that are small entities
(assets less than $100 million) as
defined in the RFA.

Description of Projected Reporting,
Record-Keeping, and Other Compliance
Requirements
The final Guidelines contain
standards for the protection of customer
records and information that apply to all
FDIC-insured stale-nonmember banks.
Institutions will be required to report
annually to the bank's board of directors
concerning the bank's information
security program. Institutions will need
to develop a training program that is
designed to implement the institution's
tnrorm~tion l';~curity polic;es pod
procedures. An institution's infonnation
security system will be tested to ensure
the controls and procedures of the
program work properly. However, the .
final Guidelines do not specify what
particular tests the bank should
undertake. The final Guidelines state
that the tests are to be conducted or
reviewed by persons who are
independent of those who operate the
systems. Institutions will have to
exercise due diligence in the selection
of service providers to ensure that the
bank's customer information will be
protected consistent with these
Guidelines. And institutions will have
to monitor these service provider
arrangements to confinn that the
institution's customer information is
protected. which may be accomplished
by reviewing service provider audits
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~nd.su~mari~s oC test results. Also,

B. Objectives of and Legal Basis for
Institutions WI)) need to adjust their
Final Action
security program as technology change~....... .r}le objecti~e~ of. the Guidelines are
T~e t.rpe~ of proCessional skills within described in the Supplementary
the Institution necessary to prepare the
Infonnalion section above. The legal
report to the board would include an
bases for the final action are: section 501
understanding of the institution's
of the C-L-B Act: section 39 of the FOI
information security program, a level of Act: and sections 2, 4, and 5 of the
technical knowledgo of the hardware
Home Owners' Loan Act (12 U.S.C.
and software systems to evaluate test
1462, 1463, and 1464).
results
recomm.ending
C. DescrIp
• t·Ion oJlIEnIles,
I·'· ".a U'h·
·fj t·
d th substantial
b·l·
"", Ieh
mo d I 1C8 Ions; an
e a I Ity to
F.. 1 At· ~·II A I
evaluate and report on the institution's
Ina c Ion I
pp 'Y
steps to oversee service provider
These Cuidelines will apply to all
savings associations whose deposits are
arrangements.
o .
. ·.
FDIC insured, and subsidiaries of such
TS;;he R.egulatory Flexlblhty Act
savings associations, except subsidiaries
(RFA), requl~~ ?TS to p~pa~ a final
that are brokers, dealers, persons
rcgu)at0!Y n~xlblhty analySIS With these providing insurance, investment
fina~ GUldehnes unless .the agency
companies, and investment advisers. 16
certifies that the rule Will not have a
D. Projected Ilepo!"'ing, Ilec0t?keeping,
significant economic impact on a
substantial number of small entities
and Other ComplIance ReqUIrements:
Ski//s Required
OTS has evaluated the effects these·
GU.ideJ ines will have on small entities.
The Guidelines do not require any
In ls~uing proposed Guidelines, OTS
reports to OTS. As discussed more fully
speCifically sought comment on the
above, they do require institutions to
have a written information security
costs of establishing and operating
information security programs, but no
program, and to make an appropriate
commenters provided specific cost
report to the board of directors, or a
infonnation. Institutions cannot yet
board committee, at least annually. The
know how they will implement their
Guidelines require institutions to
infonnation security programs and
establish an information security
therefore have difficulty quantifying the program, if they do not already have
associated costs. The Director of OTS
onc. The Guidelines require institutions
considered certifying. under section
to assess the risks to their customer
605(b) of the RFA, that these guidelines
security and to adopt appropriate
\\"ill not have a significant economic
measures to control those risks.
impact on a substantial number of small Institutions must also test the key
controls, commensurate with the risks.
entities. However. because OTS cannot
quantify the impact the Guidelines will
Institutions must use appropriate due
have on small entities. and in the
diligence in selecting outside service
interests of thoroughness. OTS docs not providers. and require service providers.
certify that the Guidelines will not have by contract, to implement appropriate
a significant economic impact on a
security measures. Finally, where
substantial number of small entities.
appropriate, the Guidelines require
lnst?ad. OTS has prepared the following insti~utions to monitor their service
»nat regulatory flexibility analysis.
p&Oy.dClS:
.
ProfeSSional skills, such as skills of
A. Reasons for Final Action
computer hardware and software, will
be necessary to assess information
OTS issues these Guidelines pursuant security needs, and to design and
to section 501 of the G-L-B Act. As
implement an information security
described in this preamble and in the
program. The particular skills needed
notice of proposed action, section 501
will be commensurate with the nature of
requires OTS to publish standards for
each institution's system, i.e. more skills
the thrift industry relating to
will be needed in institutions with
administrative. technical. and physical
sophisticated and extensive
safeguards to: (1) Insure the security and computerization. As a result, small
confidentiality of customer records and
entities with less extensive
infonnation; (2) protect against any
computerization are likely to havo less
anticipated threats or hazards to the
burdensome compliance needs than
security or integrity of such records, and large entities. Institutions that usc
(3) protect against unauthorized access
to or use of such records or infonnation
'8 For purposes of the Regulatory Flexibility Act.
a small savings ~ociation is one with less than
which could result in the substantial
S100
million in assets. 13 CFR 121.201 (Division HI.
hann or inconvenience to any customer.
:" U.S.c. 604(1).

There are approximately 487 such small savings
associations. appro)(imate)y 91 of which hIve
subsidiaries.
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outside service providers may require
legal sld))s to draft appropriate language
for contracts with service providers.
E. Public Comment and Significant
Alternatives
OTS did not receive any public
comment on its initial regulatory
flexibility analysis. although it did
receive comments on the proposal in
general. and on the Guidelines' impact
on small entities in particular. OTS
addresses these below.
DTS has considered publishing
standards using only the broad language
in section 501 (b) oC the G-L-B Act, as
sUJ1ported by ono commenter. The
Agencies rejected this alternative in
favor of more comprehensive
Guidelines. Using only the general
statutory language would permit
institutions maximum flexibility in
implementing information security
protections and would not put
institutions at a competitive
disadvantage with respect to institutions
not subject to the same security
standards. However, using the statutory
language alone would not provide
enough guidance to institutions about
what risks need to be addressed or what
types of protections are appropriate.
Small institutions in particular may
need guidance in this area. One trade
association that represents community
banks commented that institutions need
guidance to determine what level of
information security the Agencies will
Jook for, and that community banks in
particular need guidance in this area.
OTS believes that the alternative it
chose, morc comprehensive standards.
provides helpful guidance without
sacrificing flexibility.
DiS has also considered the
alternative of defining "service
provider" moro narrowly than in the
ploposed GllitieHnes to reduce
regulatory burden. The Guidelines
require a financial institution to take
appropriate steps to protect customer
information provided to a service
provider. Duo to limited resources,
small institutions may need to
outsource a disproportionately larger
number of functions than large
institutions oulsource, and accordingly
have a greater need for service
providers. Thus, the burdens associated
with service providers may fall more
heavily on small institutions than on
large institutions. But the risks to
information socurity do not necessarily
vary deponding on a service provider's
identity. Rather. they vary depending on
the type and volume of information to
which a service plovider has access, the
safeguards it has in place, and what the·
service provider does with the
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infonnaUon. Basing the requirements as
to service providers on a service
provider's identity would not
necessarily focus protections on areas or
risk. For this reason, the final
Guidelines focus the protections
regarding service providers on the risks
invol ved rather than on the service
provider's identity. This approach
should provide the necessary
protections without unnecessary burden
on small institutions.
OTS reviewed the altemative of
requiring an institution's board of
directors to designate a Corporate
Infonnation Security Officer who would
have authority, with approval by the
board. to develop and administer the
institution's infonnation security
program. However, ultimately. the
agencies rejected the idea of having
financial institutions create a new
position to fulfill this purpose. Instead.
the Guidelines allow financial
institutions the flexibility to determine
who should be assigned specific roles in
implementing the institution's security
program. As a result. small institutions
will be relieved of a potential burden.
The final Guidelines incorporate new
provisions not in the proposed
Guidelines designed to add flexibility to
assist aU institutions. large and small.
For example. the final Guidelines.
unlike the proposal. do not specify
particular tasks for management.
Instead. the final Guidelines allow each
institution the nexibility to decide for
itself the most efficient allocation of its
personnel. Similarly, the final
Guidelines allow institutions to delegate
board duties to board committees.
AdditionaHy. in the final guidelines the
Agencies removed the requirement that
infonnatio'n security programs "shall
• • • ensure" the security and
confidentiality of customer information.
!nstep.d. the au:dcHnes say the p:ogr~m
"shall be designed to· • • ensure" the
security and confidentiality of customer
infonnation. The final Guidelines
further incorporate more flexibility than
the proposal concemi ng testing systems.
The proposal required third parties of
staff independent of those who maintain
the program to test it. and required third
parties or staff independent' of the
testers to review test results." To add
flexibility, the final Guidelines more
simply require staff or third parties
independent of those who develop or
maintain the programs to conduct or
review the tests. These changes should
serve to reduce the burden of the
Guidelines.

c.

E~'(ecutive

Order 12866
The Comptroller of the Currency and
the Office of Thrift Supervision have

detennined that this rule does not
constitute a "significant regulatory
action" for the purposes of Executive
Order 12866. The ace and OTS are
issuing the Guidelines in accordance
wi th the requirements of Sections 501
and 505(b) of the G-L-B Act and not
under their own authority. Even absent
the requirements of the G-L-B Act, if
the ace and OTS had issued the rule
under their own authority, the rule
would not constitute a ··significant
regulatory action" for purposes of
Executive Order 12866.
The standards established by the
Guidelines are very flexible and allow
each institution the discretion to have
an information security program that
suits its particular size, complexity and
the nature and scope of its activities.
Further. the standards renect good
business practices and guidance
previously issued by the ace. OTS, and
the FFIEC. Accordingly. most if not all
institutions already have information
security programs in place that are
consistent wi th the Guidelines. In such
cases. little or no modification to an
institution's program will be required.

D. Unfunded Mandates Act of 1995
Section 202 of the Unfunded
Mandates Reform Act of1995. 2 U.S.C.
1532 (Unfunded ~{andates Act).
requires that an agency prepare a
budgetary impact statement before
promulgating any rule likely to result in
a federal mandate that may result in the
expenditure by state. local. and tribal
governments. in the aggregate. or by the
private sector. of S100 million or more
in any one year. If a budgetary impact
statement is required. section 205 of the
Unfunded Mandates Act also requires
the agency to identify and consider a
reasonable number of regulatory
alternatives before promulgating the
rllie. Ho\vevcr, 2n 8aency is not !"Cqu!red
to assess the effects of its regulatory
actions on the pri,.-ate sector to the
extent that such regulations incorporate
requirements specifically set forth in
law. 2 U.S.C. 1531.
The ace and OTS believe that most
institutions alread,.· have established an
infonnation securi"ty program because it
is a sound business practice that also
has been addressed in existing
supervisory guidance. Therefore. the
DCC and OTS have determined that the
Guidelines will not result in
expenditures by state. local. and tribal
governments, in the aggregate. or by the
private sector. of Sloo million or more
in anyone year. ACOJrdingly. the OCC
and DTS have not prepared a budgetary
impact statement ~: specifically
addressed the regulatory alternatives
considered.
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List of Subjects
12 CFR Part 30

Banks, banking. Consumer protection,
National banks. Privacy. Reporting and
recordkeeping requirements.
12 CFR

Part 208

Banks, banking. Consumer protection, "
Fedoral Reserve System. Foreign
banldng. Holding companies.
Information, Privacy• Reporting and
recordkeeping requirements.
12 CFR Part 211

Exports. Federal Reserve System.
Foreisn banking. Holding companies,
Investments. Privacy. Reporting and
recordkeoping requirements.
12 CFR Part 225

Administrative practice and
procedure, Banks. banking. Federal
Reserve System. Holding companies,
Privacy, Reporting and recordkeeping
requirements, Securities.
12 CFR

Part 263

Administrative practice and
procedure. Claims. Crime. Equal access
in justice, Federal Reserve System.
Lawyers, Penalties.
12

CFR Part 308

Administrative practice and
procedure, Banks. banking. Claims.
Crime. Equal access of justice. Lawyers.
Penalties. State nonmember banks.
12 CFR Part 364

Administrative practice and
procedure, Bank deposit insurance.
Banks. banking, Reporting and
recordkeeping requirements. Safety and
soundness.
12 CFR Part 568

Reporting and recordkeeping
requirements. Savings associations.
Security measures. Consumer
protection, Privacy. Savings
associations.
12

CFR Part 570

Consumer protection. Privacy.
Savings associations.
Office of the Comptroller of the
Currency
1Z CFR Chapter I
Authority and Issuance
For the reasons set forth in the joint
preamble. part 30 of the chapter I of title
12 of the Code of Federal Regulations is
amended as fonows:

Federal Register/Vol. 66, No. 22/Thursday, February 1, 2001/Rules and Regulations
PART 3O-SAFETY AND SOUNDNESS
STANDARDS
1. The authority citation for part 30 is
revised to read as follows:
Authority: 12 U.s.c. 93a, 1818, 1831-p,
3t02(b): 15 U.S.C. 6801, 6805(b)(t). .
2. Revise § 30.1 to read as follows:

Scope.
(a) The rules set forth in this part and
the standards set forth in appendices A
and B to this part apply to national
banb and federal branches of foreign
banles, that are subject to the provisions
of section 39 of the Federal Deposit
Insurance Act (section 39)(12 U.S.C.
§ 30.1

A. Scope
B. Preservation of Existing Authority
C. Definitions
II. Standards for Safeguarding Customer
Information
A. Information Security Program
B. Objectives
III. Development and Implementation of
Customer Information Security Program
A. Involve the Board of Directors
B. Assess Risk
C. Manage and Control Risk
D. Oversee Service Provider Arrangements
E. Adjust the Program
F. Report to the Board
C. Implement the Standards

I. Introduction
The Interagency Cuidelines Establishing
1831p-:-1).
Standards for Safeguarding Customer
(b) The standards set forth in
Information (Guidelines) set forth standards
appendix B to this part also apply to
pursuant to section 39 of the Federal Deposit
Insurance Act (section 39. codified at 12
uninsured national banks, federal
branches and federal agencies of foreign U.S.c. 1831 p-1). and sections 501 and
banks, and the subsidiaries of any
. 505(b). codified at 15 U.S.c. 6801 and
680S(b), of the Gramm·Leach-Bliley Act.
national bank, federal branch or federal
agency of a foreign bank (except brokers, These Guidelines address standards for
developing and implementing
dealers, persons providing insurance,
administrative. technical. and physical
investment companies and investment
safeguards to protect the security,
ad visers). Violation of these standards
confidentiality, and integrity of customer
may be an unsafe and unsound practice information.
A. Scope. The Guidelines apply to
within the meaning of 12 U.S.C. 1818.
3. In § 30.2, revise the last sentence to customer information maintained by or on
behalf of entities over which the ace has
read as follows:
authority. Such entities. refelTed to as "the
bank," are national banks, federal branches
§ 30.2 Purpose.
and federal agencies of foreign banks, and
* * * The Interagency Guidelines
any subsidiaries of such entities (except
Establishing Standards for Safety and
brokers. dealers, persons providing
Soundness are set forth in appendix A
insurance. investment companies. and
to this part, and the Interagency
investment advisers).
Guidelines Establishing Standards for
B. Preservation of Existing Authority.
Safeguarding Customer Infonnalion are
Neither section 39 nor these Guidelines in
any way limit the authority of the acc to
set forth in appendix B to this part.
address unsafe or unsound practices,
4. In § 30.3, revise paragraph (a) to
violations of law. unsafe or unsound
read 8S follows:
conditions, or other practices. The ace may
take action under section 39 and these
§ 30.3 Determination and notification of
Guidelines independently of, in conjunction
failure to meet safety and soundness
with, or in addition to. any other
atanddrd and requeet for compliance plan.
enforcement action available to the ace.
(a) Determination. The acc may,
c. ;;efiniiiotJs. 1. E.<c~pt as naociified in the
based upon an examination, inspection, Guidelines. or unless the context otherwise
or any other information that becomes
requires, the terms used in these Guidelines
available to the acc, dotermine that a
have the same meanings as set forth in
bank has failed to satisfy the safety and
sections 3 and 39 of the Federal Deposit
Insurance Act (12 U.S.c. 1813 and 1831p-l).
soundness standards containod in the
2. For purposes of the Guidelines, the
Interagency Guidelines Establishing
following definitions apply:
Standards for Safety and Soundness set
a. Board of directors. in the case of a
forth in appendix A to this part, and the
branch or agency of a foreign bank, means the
Interagency Guidelines Establishing
managing official in charge of the branch or
Standards for Safeguarding Customer
agency.
Information set forth in appendix B to
b. Customer means any customer of the
this part.
bank as defined in § 40.3(h) of this chapter.
c. Customer information means any record
containing nonpublic personal information,
5. Revise appendix B to part 30 to
as defined in § 40.3(n) of this chapter, about
read as follows:
a customer, whether in paper, electronic, or
Appendix B to Part 3o-Interagency
other form, that is maintained by or on behalf
Guidelines Establishing Standards For
of the bank.
d. Customer information systems means
Safeguarding Customer Information
any methods used to access, collect. store,
Table of Contents
use, transmit, protect, or dispose of customer
I. Introduction
in Cormati on.
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8. Service provider means any person or
entity that maintains, processes, or otherwise
is permUted access to customer infonnation
through its provision oC serviceS directly to
the bank.

n. Standards for Safeguarding Customer
Information
A. Information Security Program. Each
bank shall implement a comprehensive
written information security program that
includes administrative. technical, and
physical safeguards appropriate to the size
and complexity of the bank and the nature
and scope of its activities. While all parts of
tho bank are not required to implement a
uniform set of policies, all elements of the
information security program must be
coordinated.
B. Objectives. A bank's information
security program shall be designed to:
1. Ensure the security and confidentiality
of customer information:
2. Protect against any anticipated threats or
hazards to the security or integrity of such
information: and
3. Protect against unauthorized access to or
use of such information that could result in
substantial harm or inconvenience to any
customer.
III. Development and Implementation of
Information Security Program
A. Involve the Board of Directors. The
board of directors or an appropriate
committee of the board of each bank shall:
1. Apprcve the bank's written information
security program: and
2. Oversee the development,
implementation, and maintenance of the
bank's information security program,
including assigning specific responsibility for
its implementation and reviewing reports
from management.
B. Assoss Risk. Each bank shall:
1. Identify reasonably foreseeable internal
and external threats that could result in
unauthorized disclosure, misuse, alteration,
or destruction of customer information or
customer information systems.
2. Assess the likelihood and potential
damage of these threats, taking into
consideration the sensitivity of customer
information.
3. Assess the sufficiency of policies,
procedures, customer information systems,
and other arrangements in place to control
risks.
C. Manage and Control Risk. Each bank
shall:
1. Design its infor:nation security program
to control the identified risks, commensurate
with the sensitivity of the information as well
as the complexity and scope of the bank's
activities. Each bank must consider whether
the following security measures are
appropriate for the bank and, if so, adopt
those measures the bank concludes are
appropriate:
a. Access controls on customer information
systems, including controls to authenticate
and permit access only to authorized
individuals and controls to prevent
employees from providing customer
information to unauthorized individuals who
may seek to obtain this information through
fraudulent means.
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b. Access resbictions at physicallocatioDs
containing customer information. IUch as
buildings. computer facilities. and records
storage facilities to permit access only to
authorized individuals:
c. Encryption of electronic customer
information, including while in transit or in
storage on networks or systems to which
unauthorized individuals may have access:
d. Procedures designed to ensure that
customer information system modifications
are consistent with the bank', information
security program:
e. Dual control proced urea, segregation of
duties, and employee background checks for
employees with responsibilities for or access
to customer information:
f. Monitoring systems and procedures to
deled actual and attempted attacks on or
intrusions into customer information
systems:
g. Response programs that specify actions
to be taken when the bank suspeds or detects
that unauthorized individuals have gained
access to customer information systems,
including appropriate reports to regulatory
and law enforcement agencies: and
h. Measures to protect against destruction,
loss. or damage of customer information due
to potential environmental hazards, such as
fire and water damage or technological
failures.
2. Train staff to implement the banle·s
information security program.
3. Regularly test the key controls, systems
and procedures of the information security
program. The frequency and nature of such
tests should be determined by the bank's risk
assessment. Tests should be conducted or
rr.viewed by independent third parties or
staff independent of those that develop or
maintain the security programs.
D. Oversee Service Provider Arrangements.
Each bank shall:
1. Exercise appropriate due diligence in
selecting its service providers:
2. Require its service providers by contract
to implement appropriate measures designed
to meet the objectives of these Guidelines:
and
3. Where indicated by the banle's risk
assessment, monitor its service providers to
cen firm t~dt th6)" ha ve satisfied thE:ar
obligations as required by section D.2. As
part of this monitoring, a bank should review
audits, summaries of test results. or other
equivalent evaluations of its service
providers.
E. Adjust the Program. Each bank shall
monitor, evaluate, and adjust, as appropriate,
the information security program in light oC
any relevant changes in technology, the
sensitivity of its customer information.
internal or external threats to inCormation.
and the bank's own changing business
arrangements. such as mergers and
acquisitions, alliances and joint ventures,
outsourcing arrangements, and changes to
customer information systems.
F. Report to the Board. Each bank shall
report to its board or an appropriate
committee of the board a~ least annually.
This report should describe the overall status
of the inCormation security program and the
bank's compliance with these Cuidelines.
The reports should discuss material maUers

related to its program, addressing issues such
as: risk assessment; risk management and
control decisions; service provider
arrangements: results of testing: security
breaches or violations and management's
responses: and recommendations for changes
in the information security program.
G.lmplement the Standards. t. Effective
dote. Each bank must implement an
information security program pursuant to
these Guidelines by 'uly t. 200t.
2. Two-year grondfathering 0/ agreements
with service providers. Until 'uly I, 2003, a
contract tbat a bank bas entered into witb a
service provider to perfOml services for it or
fund ions on its behalf satisfies the
provisions of section 111.0•• even if the
contract does not include a requirement that
the servicer maintain the security and
confidentiality of customer information, 85
long as the bank entered into tbe contract on
or before March 5, 200t.
6. Appendix C to part 30 is removed.
Dated: December 21, 2000.
John D. Hawlee. Jr.,
Comptroller of the Currency.

Federal Reserve System
12 CFR Chapter [I

Authority and Issuance

For the reasons set forth in the joint
preamble. parts 208, 211.225. and 263
of chapter n of ti tle 12 of the Code of
Federal Regu~ations are amended as
follows:

Standards for Safeguarding Customer
Infonnation prescribed pursuant to
sections 501 and 505 of the GrammLeach-Bliley Act (15 U.S.C. 6801 and
6805). set forth in appendix 0-2 to this
part.
*
*
*
3. Revise appendix 0-2 to read as
follows:
Appendix 0-2 To Part 208Interagency Guidelines Establishing
Standards For Safeguarding Customer
Information
Tahle or Contents
I. IJ,troduction
A. SCope
B. Preservation of Existing Authority
C. Definitions
II. Standards for Safeguarding Customer
Information
A. Information Security Program
B. Objectives
III. Development and Implementation of
Customer Information Security Program
A. Involve the Board oC Directors
B. Assess Risle
C. Manage and Control Risk
D. Oversee Service Provider Arrangements
E. Adjust the Program
F. Report to the Board
G. Implement the Standards

I. Introdudion
These Interagency Guidelines
Establishing Standards for Safeguarding
Customer Infonnation (Guidelines) set
PART 208-MEMBERSHIP OF STATE
forth standards pursuant to sections 501
BANKING INSTITUTIONS IN THE
and 505 of the Gramm-Leach-Bliley Act
FEDERAL RESERVE SYSTEM
(15 U.S.C. 6801 and 6805), in the same
(REGULATION H)
manner, to the extent practicable. as
1. The authority citation for 12 CFR
standards prescribed pursuant to section
part 208 is revised to read as follows:
39 of the Federal Deposit Insurance Act
(12 U.S.C. 1831p-l). These Guidelines
Authority: 12 U.S.c. 24.36, 92a. 93a,
248(a), 248(c), 321-338a. 371d, 461, 481-486. address standards for developing and
601. 6tt, 1814,1816.1818, t820(d)(9),
implementing administrative, technical,
1823(j). 1828(0). 1831, 18310. t831p-l.
and physical safeguards to protect the
183tr-l,183Sa.1882.2901-2907,3tOS.
security. confidentiality, and integrity of
3310. 3331-3351, and 390&-3909: t5 U.S.c.
custO!1:cr information.
78b, 781(b), 781(g). 781(i), 780-4(c){5), 78q,
A. Scope. The Guidelines apply to
7Bq-l, 78w, 6801, and 6805: 31 U.S.c. 5318:
customer information maintained by or
42U.S.C.4012a,4t04a.4104b.4106,and
on behalf of stale member banks (banks)
4128.
and their nonbank subsidiaries, except.
2. Amend § 208.3 to revise paragraph
for brokers. dealers. persons providing
(d)(1) to read as follows:
insurance. investment companies, and
§ 208.3 Application and conditiona tor
investment advisors. Pursuant to
membership In the Federal Reserve System. §§ 211.9 and 211.24 of this chapter,
these guidolines also apply to customer
*
*
*
*
(d) Conditions of membership. (1)
information maintained by or on behalf
Safety and soundness. Each member
of Edge corporations. agreement
bank shall at all times conduct its
corporations. and uninsured statebusiness and exercise its powers with
licensed branches or agen~ies of a
due regard to safety and soundness.
foreign bank.
B. PreselVation of E,:(isting Authority.
Each member bank shall comply with
the Interagency Guidelines ~tablishing Neither section 39 nor these Guidelinos
in any way limit the authority of the
Standards for Safety and Soundness
prescribed pursuant to section 39 of the Board to address unsafe or unsound
FDI Act (12 U.S.C. 1831p-1). set forth in practices. violations of law. unsafe or
unsound conditions. or other practices.
appendix D-l to this part. and the
The Board may take action under
Interagency Cuidelines Establishing
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section 39 and these Guidelines
independently of, in conjunction with.
or in addition lOt any other enforcement
action available to the Board.
C. Definitions.
1. Except as modified in the
Guidelines, or unless the context
otherwise requires. the tenns used in
these Cuidelines have the same
meanings as set forth In sections 3 and
39 of the Federal Deposit Insurance Act
(12 U.s.C. 1813 and 1·831p-1)..
2. For purposes of the Guidelines. the
following definitions appl!:
a. Board ofdirectors, in the case of a
branch or agency of a foreign bank,
means the managing official in charge of
the branch or agency.
b. Customer means any customer of
the bank as defined in § 216.3(h) of this
chapter.
c. Customer infonnation means any
record containing nonpublic personal
infonnation, as defined in § 216.3{n) of
this chapter. about a customer, whether
in paper, electronic, or other fonn, that
is maintained by or on behalf of the
bank.

d. Customer information systems
means any methods used to access.
collect. store. use. transmit. protect. or
dispose of customer information.
e. Service provider means any person
or entity that maintains, processes. or
otherwise is permitted access to
customer information through its
provision of services directly to the
bank.
f. Subsidiary means any company
controlled by a bank, except a broker.
dealer. person providing insurance.
investment company. investment
advisor. insured depository institution.
or subsidiary of an insured depository
institution.

n. Standards for Safeguarding
Customer Infonnation
A. Information Security Program.
Each bank shall implement a
comprehensive written infonnation
security program that includes
administrative. technical. and physical
safeguards appropriate to the size and
complexity of the bank and the nature
and scope of its activities. While all
parts of the bank are not required to
implement a uniform set of policies, all
elements of the information security
program must be coordinated. A bank
also shall ensure that each of its
subsidiaries is subject to a
comprehensive information security
program. The bank may fulfill this
requirement either by including a
subsidiary within the scope of the
bank's comprehensive information
security program or by ca usi ng the
subsidiary to implement a separate

comprehensive information security
program in accordance with the
standards and procedures in sections It
and DI of this appendix that apply to
banks.
B. Objectives. A bank's infonnalion
security program shall be designed to:
1. Ensure the security and
confidentiality of customer information;
2. Protect against any anticipated
threats· or hazards to the security or
integrity of such information; and
3. Protect against unauthorized access
to or use of such information that could
result in substantial harm or
inconvenience to any customer.
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infonnation. such as buildings.
computer facilities. and records storage
facilities to permit access only to
authorized individuals:
c. Encryption of electronic customer
infonnation, jncluding while in transit
or in storage on networks or systems to
which unauthorized individuals may
have access;
d. Procedures designed to ensure that
customer information system
modifications are consistent with the
bank's inConnation security program;
e. Dual control procedures.
segregation of duties. and employee
background checks for employees with
responsibilities for or access to customer
m. Development and Implementation information:
of Information Security Program
f. Monitoring systems and procedures
A. Involve the Board of Directors: The to detect actual and attempted attacks
board of directors or an appropriate
on or intrusions into customer
commi ttee of the board of each bank
information systems:
g. Response programs that specify
shall:
1. Approve the bank's written
actions to be taken when the bank
information security program: and
suspects or detects that unauthorized
2. Oversee the development.
individuals have gained access to
implementation, and maintenance of the customer information systems.
bank's infonnation security program,
including appropriate reports to
including assigning specific
regulatory and law enforcement
responsibility for its implementation
agencies: and
and reviewing reports from
h. Measures to protect against
destruction, loss, or damage of customer
management.
B. Assess Risk. Each· bank shall:
information due to potential
1. Identify reasonably foreseeable
environmental hazards. such as fire and
internal and external threats that could
water damage or technological fail ures.
result in unauthorized disclosure,
2. Train staff to implement the bank's
misuse. alteration. or destruction of
infonnation security program.
3. Regularly test the key controls,
customer information or customer
systems and procedures of the
information systems.
2. Assess the likelihood and potential
infonnation security program. The
damage of these threats. taking into
frcq uency and nature of such tests
consideration the sensitivity of
should be determined by the bank's risk
customer information.
assessment. Tests should be conducted
3. Assess the sufficiency of policies.
or reviewed by independent third
procedures, customer information.
parties or staff independent of those that
systems. and other arrangements in
develop or maintain the security
place to control risks.
programs.
C. Alanage end Cantrc! Risk. Each
D. O.,ersee Selvi,e Plo~j(:r
bank shall:
Arrangements. Each bank shall:
1. Design its information security
1. Exercise appropriate due diligence
program to control the identified risks.
in selecting its service providers:
2. Require its service providers by
commensurate with the sensitivity of
the information as well as the
contract to implement appropriate
complexity and scope of the bank's
measures designed to meet tho
objectives of these Guidelines: and
activities. Each bank must consider
3. Where indicated by the bank's risk
whether the following security measures
assessment. monitor its service
are appropriate for the bank and. if so.
providers to confirm that they have
adopt those measures the bank
satisfied their obligations as required by
concludes are appropriate:
paragraph 0.2. As part of this
a. Access controls on customer
information systems, including controls monitoring, a bank should review
audits. summaries of test results. or
to authenticate and pennit access only
other equivalent evaluations of its
to authorized individuals and controls
service providers.
to prevent employees from providing
E. Adjust the Progmm. Each bank
customer information to unauthorized
individuals who may seek to obtain this shall monitor. evaluate. and adjust. as
appropriate. tho information security
information through fraudulent means.
program in light of any relevant changes
b. Access restrictions at physical
in technology, the sensitivity of its
locations containing customer
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customer information. internal or
external threats to information. and the
bank's own changing business
arrangements, such as mergers and
acquisitions, alJiances and joint
ventures. outsourcing arrangements, and
changes to customer infonnation
systems.
F. Report to the Board. Each bank
shall report to its board or an
appropriate committee of the board at
least annually. This report sho.uld
describe the overall status of the
information securi ty program and the
bank's compliance with these
Guidelines. The reports should discuss
material matters related to its program,
addressing issues such as: risk
assessment; risk management and
control decisions: service provider
arrangements; results of testing: security
breaches or violations and
management's responses: and
recommendations for changes in the
information securi ty program.
G. Implement the Standards.
1. Effective date. Each bank must
im pJement an information security
program pursuan t to these Guidelines
by July 1,2001.
2. Two-year grandfathering of
agreements with service providers. Until
July 1.2003, a contract that a bank has
entered into with a service provider to
perfonn services for it or functions on
its behalf satisfies the pro\'isions of
section III.O., even if the contract does
not include a requirement that the
scrvicer maintain the security and
confidentiality of customer information,
as long as the bank entered into the
contract on or before March 5,2001.

§ 211.24 Approval of offices of foreign
banks; procedures for applications;
atandard. for approval; representativeoffice actlvltlea and standards for approval;
preservation of existing authority; reports
of crime. and suspected crimes;
government securities sale. practices.

*

*

(i) Protection ofcustomer information.

An uninsured state-licensed branch or
agency of a foreign bank shall comply
with the Interagency Guidelines
Establishing Standards for Safeguarding
Customer Infonnalion prescribed
pursuant to sections 501 and 505 of the
Gramm-Leach-BUley Ad (15 U.S.C.
6801 and 6805), set forth in appendix
D-2 to part 208 of this chapter.
PART 225-BANK HOLDING
COMPANIES AND CHANGE IN BANK
CONTROL (REGULATION Y)
7. The authority citation for part 225
is revised to read as follows:

Authority: 12 U.S.e. 1817(j)(t3), 1818,
1828(0). 183ti. 1831p-l. 1843(c)(8). 1844(b).
1972(1).3106.3108,3310,3331-3351.3907,
and 3909: 15 U.S.c. 680t and 6805.
8. In § 225.1. add new paragraph
(c)(16) to read as follows:
§ 225.1

Authority, purpose, and scope.

(c) *
(16) Appcndi.'( Fcontains the

Interagency Guidelines Establishing
Standards for Safeguarding Customer
Information.
9. In § 225.4, add new paragraph (h)
to read 8S follows:
§ 225.4 Corporate practices.

*

(h) Protection of nonpublic personal

PART 211-4NTERNATIONAL
BANKING OPERAnONS
(REGULATION K)
4. The authority citation for part 211
is revised to read as follows:
Authority: 12 U.S.G. 221 e: seq., 1818,

183Sa. 1841 et seq.• 3101 et ~ .• and 3901
et seq.; 15 U.S.c. 6801 and 6805.
5. Add new § 211.9 to read as follows:
§ 211.9 Protection of customer
Information.

An Edge or agreement corporation
shan comply with the In:~:agency
Guidelines Establishing Standards for
Safeguarding Customer lnfonnation
prescribed pursuan t to se::ions 501 and
505 of the Gramm-Leach-31i1ey Act (15
U.S.C. 6801 and 6805), se: forth in
appendix 0-2 to part 208 of this
chapter.
6. In § 211.24, add
to read as follows:

ne~'

?aragraph (i)

information. A bank holding company,
including a bank holding company that
is a financial holding company, shall
comply with the Interagency Guidehnes
Establishing Standards for Safeguarding
Customer Infonnalion, as set forth in
appendix F of this part. prescribed
pursuant to sections 501 and 505 of the
Gramm-Leach-B1iley Act (15 U.S.C.
6801 and 6805).
10. Add new appendix F to read as
follows:
Appendix F To Part 225-lnteragency
Guidelines Establishing Standards For
Safeguarding Customer Information
Table of Contents
I. Introduction
A. Scope
B. Preservation of Existing Authority
C. Definitions
II. Standards for Safeguarding Customer
Information
A. Information Security Program
B. Objectives
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III. Development and Implementation or
Customer Information Security Program
A. Involve the Board of Directors
B. Assess Risk··
e. Manage and Control Risk
D. Oversee Service Provider Arrangements
E. Adjust the Program
F. Report to the Board
G. Implement the Standards
I. Introduction
These Interagency Guidelines Establishing
Standards for Safeguarding Customer
Information (Guidelines) set forth standards
pursuant to sections 501 and 50S of the
Gramm-Leach-Bliley Act (15 U.S.e. 6801 and
6805) • These Guidelines address standards
for .d~veloping and implementing
administrative. technical. and physical
safeguards to proted the security,
confidentiality. and integrity of customer
information.
A. Scope. The Guidelines apply to
customer information maintained by or on
behalf of bank holding companies and their
nonbank subsidiaries or affiliates (except
brokers. dealers. persons providing
insurance. investment companies. and
investment advisors). for which the Board
has supervisory authority.
B. Preservation of Existing Authority.
These Guidelines do not in any way limit the
authority of the Board to address unsafe or
unsound practices. violations of law, unsafe
or unsound conditions. or other practices.
The Board may take action under these
Guidelines independently of. in conjunction
with, or in addition to, any other
enforcement action available to the Board.
e. Definitions. 1 ~ Except as modified in the
Guidelines. or unlr~s the context otherwise
requires, th~ terms used in these Guidelines
have the same meJinings as set forth in
sections 3 and 39 of the Federal Deposit
Insurance Act (12 U.S.e. 1813 and 1831p-l).
2. For purposes of the Guidelines, the
following definitions apply:
a. Board of directors. in the case of a
branch or agency of a foreign bank. means the
managing official in charge of the branch or
agency.
b. Customer means any customer of the
bank holding company as defined in
S216.3(h) of this chapter.
c. Customer infonnation means any record
containing nonpublic personal infonnation.
as defined in 5216.3(n) or this chapter. about
a customer. whether in paper. electronic, or
other form. that is maintained by or on behalf
orthe bank holding company.
d. Customer infonnation systems means
any methods used to access. collect. store.
use, transmit, protect. or dispose of customer
information.
e. Service provider means any person or
entity that maintains. processes, or otherwise
is permitted access to customer information
through its provision or services directly to
the bank holding company.
f. Subsidiary means any company
controlled by a bank holding company.
except a broker, dealer. person providing
insurance. investment company. investment
advisor. insured depository institution. or
subsidiary of an insured depository
institution.
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II. Standards for Safeguardilll Customer
Information
A. Information Security Program. Each
bank holding company shall implement a
comprebensive written information security
program tbat includes administrative.
technical. and physical safeguards
appropriate to the size and complexity of the
banle holding company and the nature and
scope of its activities. While aU parts of the
bank holding company are not required to
implement a uniform set of policies. all
elements of the infonnation security program
must be coordinated. A banle holding
company also shall ensure that eacb of its
subsidiaries is subject to • comprehensive
information security program. The bank
holding company may fulfill this
requirement either by including a subsidiary
within tbe scope of the bank holding
company's comprehensive information
s~urity program or by causing tbe subsidiary
to Implement a separate comprehensive
information security program in accordance
with the standards and procedures in
sections II and In of this appendix that apply
to bank bolding companies.
B. Objectives. A bank holding company's
information security program shall be
designed to:
1. Ensure the security and confidentiality
of customer information:
2. Protect against any anticipated threats or
hazards to the security or integrity of such
information: and
3. Protect against unauthorized access to or
use of such information that could result in
substantial harm or inconvenience to any
customer.
III. Development and Implementation of
Information Security Program
A. Involve the Boord of Directors. The
board of directors or an appropriate
committee of the board of each bank holding
company shall:
1. Approve the bank holding company's
written information security program: and
2. Oversee the development.
implementation. and maintenance of the
bank holding company·s information security
program. including assigning specific
reslJonsibility for its im.,lemeniabon and
reviewing reports &om management.
B. Assess Risk. Each bank holding
company shall:
1. Identify reasonably foreseeable internal
and external threats that could result in
unauthorized disclosure. misuse. alteration.
or destruction of customer information or
customer information systems.
2. Assess the likelihood and potential
damage of these threats. taking into
consideration the sensitivity of customer
information.
3. Assess the sufficiency of policies.
procedures, customer information systems.
and other arrangements in place to control
risks.
C. Manage and Control Risk. Each bank
holding company shall:
1. Design its information security program
to control the identified risks. commensurate
with the sensitivity of the information as well
as the complexity and scope of the banle
holding company's activities. Each bank

holding company must consider whether the
following security measures are appropriate
for the bank holding company and. if so.
adopt those measures the bank holding
company concludes are appropriate:
a. Access controls on customer information
systems. including controls to authenticate
and permit access only to authorized
individuals and controls to prevent
employees &om providing customer
information to unauthorized individuals who
may seek to obtain this information through
fraudulent means.
b. Access restrictions at physical locations
containing customer information. such as
buildings. computer faciUties. and records
storage facilities to permit access only to
authorized individuals:
c. Encryption of electronic customer
information. including while in transit or in
storage on networks or systems to wh ich
unauthorized individuals may have access:
d. Procedures designed to ensure that
customer information system modifications
are consistent with the bank holding
company's information security program:
e. Dual control procedures, segregation of
duties. and employee background checks for
employees with responsibilities for or access
to customer information:
f. Monitoring systems and procedures to
deted actual and attempted attacks on or
intrusions into customer information
systems:
g. Response programs that specify actions
to be taken when the bank holding company
suspects or detects tbat unauthorized
individuals have gained access to customer
information systems, including appropriate
reports to regulatory and law enforcement
agencies; and
h. Measure! to protect against destrudion.
loss. or damage of customer information due
to potential environmental hazards. such as
fire and water damage or technological
failures.
2. Train staff to implement the bank
holding company's information security
program.
3. Regularly test the key controls. systems
and procedures of the information security
program. The frequency and nature of such
tests should be determined by the bank
holding company's risk assessment. Tests
should be conducted or reviewed by
independent third parties or starr
independent of those that develop or
maintain the security programs.
D. Oversee Service Provider Arrangements.
Each bank holding company shall:
1. Exercise appropriate due diligence in
selecting its service providers:
2. Require its service providers by contract
to implement appropriate measures designed
to meet the objectives of these Guidelines:
and
3. Wbere indicated by the bank holding
company's risk assessment. monitor its
service providers to confum that they have
satisfied their obligations as required by
paragraph 0.2. As part of tbis monitoring. a
banle holding company should review audits.
summaries of test results. or other equivalent
evaluations of its service providers.
E. Adjust the Program. E3Ch bank holding
company shall monitor. evaluate. and adjust.
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as appropriate. the information security
program in light of any relevant changes in
technology. tbe sensitivity of its customer
information. internal or external threats to
information. and the bank holding company's
own changing business arrangements. such
as mergers and acquisitions. alliances and
joint ventures. outsourcing arrangements.
and changes to customer infonnation
systems.
F. Report to the Boord. Each bank holding
company shall report to its board or an
appropriate committee of the board at least
annually. This report should desaibe tbe
overall status of the information security
program and the bank holding company's
compliance with these Cuidelines. Tbe
reRorts should discuss mate.-ial matters
related to its program. addressing issues such
as: risk assessment: risle management and
control decisions: service provider
arrangements: results of testing: security
breaches or violations and management's
responses: and recommendations for changes
in the information security program.
G. Implement the Standards.
1. Effective date. Each bank holding
company must implement an information
security program pursuant to these
Guidelines by July 1. 2001.
2. Two-year grandfathering 01 agreements
with service providers. Until July 1.2003. a
contract that a bank holding company has
entered into with a service provider to .
perform services for it or functions on its
behalf satisfies the provisions of sed ion
111.0•• even if the contract does not include
a requirement that the servicer maintain the
security and confidentiality of customer
information, as long as the bank holding
company entered into the contrad on or
before March 5. 2001.

PART 263-RULES OF PRACTICE FOR
HEARINGS
11. The authority citation for part 263
is revised to read as follows:

Authority: 5 U.S.C. 504: 12 U.S.C. 248,
324.504.505. 18t7(j), 1818. 1828(c). 18310.
1831p-1. 1847(b). 1847(d). 1884(b),
1972(2)(F). 3105.3107,3108. 3907.3909: 15
U.S.c. 21. 780-4. 780-5. 78u-2. 6801. 6805:
and 28 U.S.c. 2461 note.
12. Amend S 263.302 to revise

paragraph (a) to read as follows: .
§ 263.302 Determination and notlftcatlon of
failure to meet safety and soundne..
standard and request for compliance plan.

(a) Determination. The Board may.
based upon an examination. inspection,
or any other information that becomes
available to the Board. determine that a
bank has failed to satisfy the safety and
soundnoss standards contained in the
Interagency Guidelines Establishing
Standards for Safety and Soundness or
the Interagency Guidelines Establishing
Standards for Safeguarding Customer
Infonnation, set forth in appendices D1 and 0-2 to part 208 of this chapter,
respectively.
*
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By order of the Board of Governors of the
Federal Reserve System, January 4. 2oot.
Jennifer J. Johnson,
Secretary ofthe Board.

requires, the terms used in these Guidelines
have the same meanings as set forth in
sections 3 and 39 of the Federal Deposit
Insurance Act (12 U.S.c. 1813 and 183tp-t).
appendix B to this part. apply to all
2. For purposes of the Guidelines. the
insured
state
nonmember
banks.
insured
following definitions apply:
Federal Deposit Insurance Corporation
state licensed branches of foreign banks.
a. Board of directors. in the case of a
12 CFR Chapter
and any subsidiaries of such entities
branch or agency of a foreign bank, means the
managing official in charge of the branch or
(except brokers, dealers, persons
Authority and Issuance
agency.
providing insurance, investment
For the reasons set forth in the joint
b. Customer means any customer of the
companies. and investment advisers).
bank as defined in § 332.3(h} of this chapter.
preamble, parts 308 and 364 of chapter
4. Revise appendix B to part 364 to
c. Customer information means any record
III of title 12 of the Code of Federal
read as follows:
containing nonpublic personal information.
Regulations are amended as follows:
as defined in § 332.3(n) of this chapter. about
Appendix 8 to Part 364-lnteragency
a customer. whether in paper. electronic. or
PART 308-RULES OF PRACnCE AND Guidelines Establishing Standards for
otherfonn. that is maintained by or on behalf
PROCEDURE
Safeguarding Customer Information
of tpe bank.
d. Customer infonnation systems means
Table of Contents
1. The authority citation for part 308
any methods used to access. collect. store.
is revised to read as follows:
I. Introduction
use, transmit. protect. or dispose of customer
A. Scope
Authority: 5 U.S.C. 504,554-557; 12
information,
B.
Preservation
of
Existing
Authority
U.S.c. 93(b), 164.505, 1815(e). 1817, 1818,
e. Service provider means any person or
C. Definitions
1820,1828,1829, 1829b, 1831i. t8310,
entity that maintains. processes. or otherwise
II.
Standards
for
Safeguarding
Customer
1831p-1. 1832(c). t884(b), 1972,3102,
is permitted access to customer infonnation
Information
3108(a), 3349,3909,4717: 15 U.S.C. 78(h)
through its provision of services directly to
A.
Information
Security
Program
and (il, 780-4(c). 780-5. 78q-l, 18s, 78u.
the bank.
B. Objectives
78u-2, 78u-3 and 78w; 6801 (b), 6805(b)(t),
II. Standards for Safeguarding Customer
III.
Development
and
Implementation
of
28 U.S.c. 2461 note; 31 U.S.C. 330.5321; 42
Information
Customer Information Security Program
U.S.C. 4012a; Sec. 3100(s), Pub. L. 104-t34,
A. Involve the Board of Directors
A. Information Security Program. Each
110 Stat. 1321-358.
8. Assess Risk
bank shall implement a comprehensive
1. Amend § 308.302 to revise
C. Manage and Control Risk
written information security program that
paragraph (~) to read as follows:
D. Oversee Service Provider Arrangements
includes administrative, technical. and
E. Adjust the Program
physical safeguards appropriate to the size
§ 308.302- Determination and notlficatjon of
F. Report to the Board
and complexity of the bank and the nature
failure to meet a safety and soundness
G. Implement the Standards
and scope of its activities. While all parts of
standard and request for compliance plan.
the bank are not required to implement a
I.
Introduction
(a) Determination. The FDIC may.
uniform set of policies. all elements of the
The Interagency Guidelines Establishing
based upon an examination, inspection
information security program must be
Standards for Safeguarding Customer
coordinated.
.
or any other information that becomes
Information (Guidelines) set forth standards
B. Objectives. A bank's information
available to the FDIC, determine that a
pursuant to section 39 of the Federal Deposit
security program shall be designed to:
bank has failed to satisfy the safety and
Insurance Act (section 39, codified at 12
1. Ensure the security and confidentiality
soundness standards set out in part 364
U.S.C. 1831 p-1), and sections 501 and
of customer information;
of this chapter and in the Interagency
S05(b), codified at 15 U.S.c. 6801 and
2. Protect against any anticipated threats or
Guidelines Establishing Standards for
6805(b), of the Gramm-Leach-Bliley Act.
hazards '0 the security or integrity of such
These Guidelines address standards for
Safety and Soundness in appendix A
information: and
developing and implementing
and the Interagency Guidelines
3. Protect against unauthorized access to or
use of such information that could result in
Establishing Standards for Safeguarding administrative, technical. and physical
safeguards to protect the security.
substantial harm or inconvenience to any
Customer Infonnation in appendix B to
confidentiality, and integrity of customer
customer.
part 364 of this chapter.
information.
Iii. Development and Implementation of
A. Scope. The Guidelines apply to
Information Security Program
customer information maintained by or on
PART 364-STANDARDS FOR SAFETY behalf of entities over which the Federal
A. Involve the Board of Directors. The
Deposit Insurance Corporation (FDIC) has
AND SOUNDNESS
board of directors or an appropriate
authority. Such entities, referred to as ·'the
committee of the board of each bank shall: •
2. The authority citation for part 364
bank" are banks insured by the FDIC (other
1. Approve the bank's written information
than members of the Federal Reserve
is revised to read as follows:
security program: and
System), insured state branches of foreign
2. Oversee the development,
Authority: 12 U.S.C. 1819(Tenthl. 1831pbanks, and any subsidiaries of such entities
implementation. and maintenance of the
1; 15 U.S.C. 6801 (b), 6805(b)(t).
(except brokers, dealers~ persons providing
bank's information security program.
insurance, investment companies, and
3. Amend § 364.101 to revise
including assigning specific responsibility for
investment advisers).
its implementation and reviewing reports
paragraph (b) to read as follows:
B. Preservation of Existing Authority.
hom management.
§ 364.101 Standards tor aatety and
Neither section 39 nor these Guidelines in
B. Assess Risk.
soundne...
any way limit the authority or the FDIC to
Each bank shall:
address unsafe or unsound practices,
t. Identify reasonably foreseeable internal
*
violations of law, unsafe or unsound
and external threats that could result in
(b) Interagency Guidelines
unauthorized disclosure. misuse, alteration.
Establishing Standards for Safeguarding conditions, or other practices. The FDIC may or
destruction of customer information or
take action under section 39 and these
Customer Information. The Interagency
customer information systems.
Guidelines independently of, in conjunction
Guidelines Establishing Standards for
2. Assess the likelihood and potential
with, or in addition to, any other
Safeguarding Customer Information
damage of these threats, t~king into
enforcement action available to the FDIC.
prescribed pursuant to section 39 of the
C. Definitions. 1. Except as Ciodified in the consideration the sensil ivity of customer
information.
Guidelines. or unless the context otherwise
Federal Deposit Insurance Act (12

U.S.C. 1831p-1) and sections 501 and
505(b) of the Gramm-Leach-BUley Act
(15 U.S.C. 6801, 680S(b)). as set forth in

In
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3. Assess the sufficiency of policies.
procedures, customer information systems.
and other arrangements in place to control
risks.
C. Manage and Control Risk. Each bank
shall:
1. Design its information security program
to control the identified risks. commensurate
with the sensitivity of the information as well
as the complexity and scope or the bank's
activities. Each bank must consider whether
the following security measures are
appropriate for the bank and. if so. adopt
those measures the bank concludes are
appropriate:
a. Access controls on customer information
systems. including controls to authenticate
and permit access only to authorized
individuals and controls to prevent
employees from providing customer
information to unauthorized individuals who
may seek to obtain this information through
fraudulent means.
b. Access restrictions at physical locations
containing customer information, such as
buildi ngs, computer facilities, and records
storage facilities to permit access only to
authorized individuals:
c. Encryption o( electronic customer
information, including while in transit or in
storage on networks or systems to which
unauthorized individuals may have access:
d. Procedures designed to ensure that
customer information system modifications
arc consistent with the bank's information
security program:
e. Dual control procedures, segregation of
duties, and employee background checks for
employees with responsibilities for or access
to customer information:
f. Monitoring systems and proced ures to
deted actual and attempted attacks on or
intrusions into customer information
systems;
g. Response programs that specify actions
to be taken when the bank suspects or detects
that unauthorized individuals have gained
access to customer information systems.
including appropriate reports to regulatory
and law enforcement agencies: and
h. Measures to protect against destrudion,
loss, or damage of customer information due
io potential environmental hazards. such as
fire and water damage or technological
failures.
2. Train starr to implement the banle's
information security program.
3. Regularly test the key controls, systems
and procedures of the in formation security
program. The frequency and nature o( such
tests should be determined by the bank's risk
assessment. Tests should be conducted or
reviewed by independent third parties or
staff independent of those that develop or
maintain the security programs.
D. Oversee Service Provider Arrangements.
Each bank shall:
1. Exercise appropriate due diligence in
selecting its service providers:
2. Require its service providers by contract
to implement appropriate measures designed
to meet the objectives of these Guidelines:
and
'
3. Where indicated by the bank's risk
assessment. monitor its service providers to
confirm that they have satisfied their
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§ 568.1 Authority, purpo.., and Rope.
obligations as required by paragraph 0.2. As
part of this monitoring, a bank should review
(a) This part is issued by the Office of
audits. summaries of test results. or other
Thrift Supervision COTS) pursuant to
equivalent evaluations of its service
section 3 of the Bank Protection Act of
providers.
1968 (12 U.S.C. 1882). and sections 501
E. Adjust the Program. Each bank shall
monitor. evaluate. and adjust. as appropriate, and 505(b)(1) of the Gramin-Leachthe information security program in light of
BUley Act (12 U.S.C. 6801. 6805(b)(1)).
any relevant changes in technology. the
This part is applicable to savings
sensitivity of its customer information.
associations. It requires each savings
internal or external threats to information.
association to adopt appropriate
and the bank's own changing business
security procedures to discourage
arrangements. such as mergers and
robberies. burglaries, and larcenies and
acquisitions. alliances and joint ventures.
to assist in the identification and
outsourcing arrangements. and changes to
prosecution of persons who commit
customer information systems.
such acts. Section 568.5 of this part is
F. Report to the Board. Each bank shall
report to its board or an appropriate
applicable to savings associations and
committee of the board at least annually.
their subsidiaries (except brokers.
This report should describe the overall status dealers. persons providing insurance.
of the information security program and the
investment companies. and investment
bank's compliance with these Guidelines.
advisers). Section 568.5 of this part
The report, which will vary depending upon
requires covered institutions to establish
the complexity o( each bank's program
should discuss material matters related to its and implement appropriate
administrative. technical. and physical
program. addressing issues such as: risk
safeguards to protect the security.
assessment: risk management and control
. decisions: service provider arrangements:
confidentiality. and integrity of
resu Its of tesH ns: security breaches or
customer information.
violations, and management's responses: and
*
*
*
recommendations for changes in the
3. Add new § 568.5 to read as follows:
information security program.
c. Imp/ement the Standards. 1. Effective
§ 568.5 Protection of customer
date. Each bank must implement an
Information.
information security program pursuant to
Savings associations and their
these Guidelines by July 1,2001.
2. Two-year grondfathering ofagreements
subsidiaries (except brokers. dealers.
with service providers. Until July 1.2003, a
persons providing insurance.
contract that a bank has entered into with a
investment companies. and investment
service provider to per(onn services for it or
advisers) must comply with the
funct ions on its behalf, satisfies the
Interagency Guidelines Establishing
provisions of paragraph 111.0.• even if the
Standards for Safeguarding Customer
contract docs not include a requirement that
Information prescribed pursuant to
the servicer maintain the security and
sections 501 and 505 of the Grammconfidentiality of customer information as
Leach-B1iley Act (15 U.S.C. 6801 and
long as the bank entered into the contract on
or before March 5, 2001.
6805), set forth in appendix B to part
570 of this chapter.
By order of the Board of Directors.

Dated at Washington. D.C., this 21st day of
December, 2000.
Federal Deposit Insurance Corporation.
Robert E. Feldman.
Executive Secretary.

Office of Thrift Supervision
12 CFR Chapter V
Authority and Issuance

For the reasons set forth in the joint
preamble. parts 568 and 570 of chapter
V of title 12 of the Code of Federal
regulations are amended as follows:
PART 568-SECURITY PROCEDURES

1. The authority citation of part 568
is revised to read as follows:
Authority: Sees. 2-5. 82 Stat. 294-295 (12
U.S.C. 1881-1984): 12 U.S.c. 1831p-1: 15
U.S.C. 6801, 680S(b)(1).

PART 57O-SUBMISSION AND REVIEW
OF SAFETY AND SOUNDNESS
COPAPUANCE PLANS AND :SSUANCE
OF ORDERS TO CORRECT SAFETY
AND SOUNDNESS DEFICIENCIES

4. Amend § 570.1 by adding a
sentence at the end of paragraph (a) and
revising the last sentence of paragraph
(b) to road as follows:
§ 570.1 Authority, purpose, scope and
preservation of existing authority.

(a) * * * Appendix B to this part is
further issued under sections 501 (b) and
505 of the Gramm-Leach-BUley Act
(Pub. L. 106-102. 113 Stat. 1338 (1999».
(b)* * *Interagency Guidelines
Establishing Standards for Safeguarding
Customer Infonnation are set forth in
appendix B to this part.

*

2. Amend §568.1 by revising

5. Amend § 570.2 by revising

paragraph (a) to read as follows:

paragraph (a) to read as follows:
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§ 570.2 Determination and notl1lc8t1on of
failure to meet safety and aounc:lne..
atandards and request for compliance plan.

(a) Determination. OTS may. based
upon an examination. inspection. or any
other information that becomes
available to OTS. dotermine that a
savings association has failed to satisfy
the safety and soundness standards
contained in the Interagency Guidelines
Establishing Standards for Safety and
Soundness as set forth in appendix A to
this part or the Interagency Guidelines
Establishing Standards for Safeguarding
Customer Information as set forth in
appendix B to this parl
•
*
6. Revise appendix B to part 570 to
read as follows:
Appendix 8 to Part 57o-Inleragency
Guidelines Establishing Standards Cor
Safeguarding Customer Information
Table of Contents
I. Introduction
A. Scope
B. Preservation of Existing Authority
C. Definitions
II. Standards for Safeguarding Customer
Information
A. Information Security Program
B. Objectives
III. Development and Implementation of
Customer Information Security Program
A. Involve the Board of Directors
B. Assess Risk
C. Manage and Control Risk
D. Oversee Service Provider Arrangements
E. Adjust the Program
F. Report to the Board
G. Implement the Standards
I. Introd uction

The Interagency Guidelines Establishing
Siandards for Safeguarding Customer
Information (Guidelines) set forth standards
pursuant to section 39 of the Federal Deposit
Insurance Act (section 39. codified at 12
U.S.C. 1831p-l). and sections 501 and
SO:J(b). c:.ociifieJ cit 15 U.:i.c. 6aGI and
6805(b). of the Gramm-leach-Bliley Act.
These Guidelines address standards for
developing and implementing
administrative. technical. and physical
safeguards to protect the security.
confidentiality. and integrity of customer
information.
A. Scope. The Guidelines apply to
customer information maintained by or on
behalf of entities over which OTS has
authority. For purposes of this appendix.
these entities are savings associations whose
deposits are FDIC-insured and any
subsidiaries of such savings associations.
except brokers. dealers. persons providing
insurance. investment companies. and
investment advisers. This appendix refers to
such entities as ··you·.
B. Preservation of Existing Authority.
~either section 39 nOf these Guidelines in
any way limit OTS's authority to address
unsafe or unsound practices. violations of
la w. unsafe or unsound conditions. or other

practices. OTS may take action under section
39 and these Guidelines independently of. in

conjundion "with. or in addition to. any other
enforcement adion available to ars.
c. Definitions. 1. Except as modified in the
Guidelines. or unless the context otherwise
requires. the terms used in these Guidelines
have the same meanings as set forth in
sections 3 and 39 of the Federal Deposit
Insurance Act (12 U.S.c. 1813 and 1831p-1).
2. For purposes of the Guidelines. the
following definitions apply:
a. Customer means any of your customers
as defined in S573.3(b) of this chapter.
b. Customer information means any record
containing nonpubUc personal information,
as defined in § 573.3(n) of this chapter, about
a customer. whether in paper. electronic. or
other form. that you maintain or that is
maintained on your behalf.
c. Customer information systems means
any methods used to access. collect. store.
use. transmit. protect. or dispose of customer
information.
d. Service provider means any person or
entity that maintains. processes. or otherwise
is permitted access to customer information
through its provision of services directly to
you.

II. Standards for Safeguarding Customer
Information
A. Information Security Program. You shan
implement a comprehensive written
information security program that includes
administrative. technical. and physical
safeguards appropriate to your size and
complexity and the nature and scope of your
activities. While all parts of your
organization are not required to implement a
uniform set of policies. all elements of your
information security program must be
coordinated.
B. Objectives. Your information security
program shall be designed to:
1. Ensure the security and cQnfidentiality
of customer information:
2. Proted against any anticipated threats or
hazards to the security or integrity of such
information: and
3. Protect against unauthorized acce~s to or
use of such information that could result in
substantial harm or inconvenience to any
customer.
III. Development and Implementation of
Information Security Program
A. Involve the Boord 01Directors. Your
board of directors or an appropriate
committee of the board shall:
1. Approve your written information
security program; and
2. Oversee the development,
implementation. and maintenance of your
information security program. including
assigning specific responsibility for its
implementation and reviewing reports from
management.
B. Assess Risk. You shall:
1. Identify reasonably foreseeable internal
and external threats that could result in
unauthorized disclosure. misuse, alteration.
or destruction of customer information or
customer information systems.
2. Assess the likelihood and potential
damage of these threats, taking into

C -40

consideration the sensitivity of customer
information.
3. Assess the sufficiency of policies.
procedures. cuslomer information systems.
and other arrangements in place to control
risks.
e. Manage and Control Risk. You shall:
1. Design your information security
program to control the identified risks.
commensurate with the sensitivity of the
information u well as the complexity and
scope of your activities. You must consider
whether the following security measures are
appropriate for you and. if so. adopt those
measures you conclude are appropriate:
a. Access controls on customer information
systems. including controls to authenticate"
anq permit access only to authorized
individuals and controls to prevent
employees from providing customer
information to unauthorized individuals who
may seek to obtain this information through
fraudulent means.
b. Access restrictions at physical locations
containing customer information. such as
buildings. computer facilities. and records
storage facilities to permit access only to
authorized individuals:
c. Encryption of electronic customer
information. including while in transit or in
storage on networks or systems to which
unauthorized individuals may have access;
d. Procedures designed to ensure that
customer information system modifications
are consistent with your information security
program:
e. Dual control procedures. segregation of
duties. and employee background checks for
employees with responsibilities for or access
to customer information:
f. Monitoring systems and proced ures to
detect actual and attempted attacks on or
intrusions into customer information
systems;
g. Response programs that specify actions
for you to take when you suspect or deted
that unauthorized individuals have gained
access to customer information systems.
including appropriate reports to regulatory
and law enforcement agencies; and
h. Measures to protect against destruction.
loss. or damage of customer information due
to potential environmental hazards, such as
fire and water damage or technological
failures.
2. Train staff to implement your
information security program.
3. Regularly test the key controls. systems
and procedures of the information security
progl'2m. The frequency and nature of such
tests should be determined by your risk
assessment. Tests should be conducted or
reviewed by independent third parties or
staff independent of those that develop or
maintain the security programs.
D. Oversee Service Provider Arrangements.
You shall:
1. Exercise appropriate due diligence in
selecting your service providers;
2. Require your service providers by
contract to implement appropriate measures
designed to meet tho objectives of these
Guidelines; and
3. Where indicated by your risk
assessment. monitor your service providers
to confirm that they have satisfied their
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obligations as required by paragraph 0.2. As
part of this monitoring, you should review
audits. summaries of test results. or other
equivalent evaluations of your service
providers.
E. Adjustlhe Program. You shall monitor.
evaluate. and adjust, as appropriate. the
information security program in light of any
relevant changes in technology, the
sensitivity of your customer information,
internal or extemallhreals 10 information,
and your own changing business
arrangements, such as mergers and
acquisitions. alliances and joint ventures,
outsourcing an'angements, and changes to
customer information systems.
F. Report to the Board. You shall report to
your board or an appropriate committee of

the board at least annually. This report
should desaibe the overall status of the
information security program and your
compliance with these Guidelines. The
reports should discuss material matters
related to your program. addressing issues
such as: risle assessment; risle management
and control decisions; service provider
arrangements: results of testing: security
breaches or violations and management's
responses: and recommendations for changes
in the information security program.
c. Implement the Standards. 1. Effective
date. You must implement an information
security program pursuant to these
Guidelines by July 1.2001.
2. Two-year grand/athenng 01 agreements
with service providers. Until'uly 1.2003. a
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contract that you have entered into with a
service provider to perform services for you
or functions on your behalf satisfies the
provisions of paragraph 111.0.• even if the
contract does not include a requirement that
the servicer maintain the security and
confidentiality of customer information, as
long as you entered into the contract on or
before March 5, 200t.
Dated: December 19, 2000.
By the Office of Thrift Supervision.
Elleft Seidman.
Director.
IFR Doc. Ot-1 114 Filed 1-31-01: 8:45 am]
BILLING CODE 481o-33-P: 1210-41-Pi

1720-41...

.71~1-Pi
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OCC StatT Responses to Questions from February 13-14, 2001, Telephone Seminar
on Privacy Regulation Compliance
May 29,2001

[Note: Responses to additional questions received from the telephone seminar will be
posted at a later date.]
Scope of the rule -- Section 40.1

• Is a bank required to provide privacy notices to customers whfr live in another
country? (Q12, 25)
Yes. Part 40 applies to all United States offices of entities for which the acc has
primary supervisory authority, regardless of where the customer lives.
Clear and conspicuous -- Section 40.3( b)

• Are banks required to provide a privacy notice in Braille to visually impaired
customers or in an alternative language to consumers who do not speak English?
(Q14)

The regulations require that all privacy notices (initial, annual, revised and opt out
notices) be clear and conspicuous. Section 40.3 (b) (I) defmes a clear and
conspicuous notice as one that is reasonably understandable and designed to call
attention to the nature and significance of the information in the notice. If for
example, the bank provides loandoeuments in Spanish to Spanish-speaking
customers,.we encourage the bank to provide its privacy and opt out notices to
those customers in Spanish. However, this is not a requirement under the
reguiations.
Defmition of consumer and financial institution -- Sections 40.3(e) ; 40.3(k)

• Are business customers of a bank covered by the privacy rule? (Q8)
No, business customers are not covered by the privacy regulations. A bank's
obligations under the regulations are only to those customers who are consumers,
meaning, individuals who obtain a financial.product or service from the bank
primarily for personal, family, or household purposes.
• Are sole proprietors exempt from the -regulations? (Q30)
This question raises three related issues:
1. Will a sole proprietor who conducts business with a financial institution be
, deemed a "consumer" and therefore subject to the regulations? No, sole
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proprietors will not be "consumers" under·the rule. A "consumer" is defined
as an individual who obtains or has obtained a financial product or service
from a bank that is to be used,primarny for personal, family, or household
purposes, or that individual's legal representative. Thus, the disclosure of
information relating to business customers of a bank, including sole
proprietorships, generally would not be restricted by the rule, because the
information does not relate to a consumer.
2. If sole proprietors are not consumers, are there Instances in which information
obtained about the individual may be protected under the privacy rule? Yes.
For instance, ifa bank received nonpublic personal infonnatlon about an
individual who has both a consumer and commercial relationship with the
bank. the privacy rule protects all the nonpublicpersonalinformation the bank
has obtained in connection with providing the consumer fm~cial products or
services. The protection afforded an individual consumer's nonpublic
personal informationunder,therule~s not lost because a bank may have
collected the same information in connection with providing the individual a
commercial product or service,
3. May sole proprietors be Mfmancial insptutions" and, therefore, subject to the
regulations? This depends on whether the sole proprietor is significantly
engaged in activities that are fmancial in nature or incidental to such financial
activities as described in §4(k) of the Bank Holding Company Actor 1956 (12
U.S.C. 1843(k».For further guidance on this question, you should consult
the privacy regulations of the Federal Trade Commission, which has primary
jurisdiction under Title V of the Gramm-Leach-Bliley Act over fmancial
institutions that are not subject to the jurisdiction of any of the other agencies
or authorities with rulemaking responsibility under this Title. See 16 C.F.R.
Part 313.
Definition of customer relationship -~Sectlon 40.3(i)

•

If a consumer applies for and receives a credit card, and includes in the application
two authorized users (such as a spouse and a child), is the bank obligated under the
rule to provide any privacy notices to the authorized users? May the bank assume
that an applicant's (account holder's) opt out of information disclosures would also
apply to the authorized users? (Q23)
Assuming the authorized users are not liable to the bank for their use of the credit
card, the bank's customer relationship for purposes of the regulations is only with
the applicant. Therefore, the bank needs to provide a privacy notice and opt out
notice only to the applicant. However any nonpublic personal information that
the bank obtains in connection with the account, including information about the
autllorized users, would be considered the account holder's information and
subject to the same requirements under the rule as other information the bank
collects about the account holder.
t
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Initial privacy notices -- Section 40.4

• IT a bank discloses information about its customers only under the exceptions in
§§40.13, .14. and .15. and discloses information about its consumers only under the
exceptions in §§40.14 and 40.15, must the bank provide a privacy notice on or at its
ATM? (Q26)
A bank is under no obligation to provide its consumers who do not have customer
relationships with the bank with any privacy notices, unless the bank intends to
disclose the consumers' nonpublic personal information to nonaffiliated third
parties outside the exceptions in §§40.14. and 40.15. Hthe bank discloses
information about consumers only under these exceptions, the bank has no
obligation to provide them with a privacy notice. Of course, a bank must provide
a privacy notice to each of its customers and deliver the notice in accordance with
§40.9 even if it discloses information about its .customers only under the
exceptions in §§40.13•.14, and .15.
•

Is it necessary to provide an individual consumer who-is not a customer of the bank a
privacy notice when the bank sells and redeems savings bonds for the individual?
(Q45)
No. Under these circumstances, a bank is not obligated to provide a privacy
notice to an individual for whom it performs this service. The bank does not
establish a customer relationship with the individual solely by selling or.
redeeming U.S'. savings bonds and thus acting as an agent for the U.S. Treasury
Department. Accordingly, if the bank submits this information only to the U.S.
Treasury to· process ·the transaction, the bank has no disclosure obligations to its
consumers.

•

Is it necessary to provide an individual consumer who is not a customer of the bank
an initial privacy notice when the bank makes a wire transfer on the individual's
behalf for a fee?
No. Processing a wire transfer for a consumer would not create a customer
relationship. and would fall under the exception provided in §40.14(a) (1)
(processing a financial product or service that the consumer requests or
authorizes) . As a result, if the information· disclosure were limited to processing
the transaction. the bank would not have· to provide any privacy notices to
consumers for whom they provide this service. (Q45)

• Must a small bank that does not disclose nonpublicpersonal information to any
nonaffiliated third party except as allowed by law for customary operations (and that
therefore has a very simple privacy policy) send an initial privacy notice to existing
consumer loan and time deposit customers?
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Yes. The bank must provide an initial privacy notice to its existing customers by
July 1, 2001. The bank is required .to provide an initial notice, for example, to a
customer who has a deposit or investment account. or obtains a loan from the
bank for which the bank retains ownership of the servicing rights. If the bank
does not retain servicing rights to a loan, however, the bank would not have to
provide an initial privacy notice -- even if the bank retains the asset -- except in
two circumstances. The first is when the bank wants to disclose nonpublic
personal information about the recipient of the loan pursuant to §40.13. In that
case, the bank would have to provide an initial notice that includes a separate
statement about its disclosure arrangemen~ under §40.13. The second is when
the bank wants to disclose nonpublic personal information to nonaffiliated third
parties outside of the exceptions. In that case, the bank would have to provide
both an initial notice and an opt out notice.
•

If a bank discloses nonpublicpersonaJ information to nonaffiliated third parties only
under the exceptions in §§40.14 and 40.15, but its notice indicates that the bank may
disclose nonpublic personal infonnation outside of these exceptions in order to

preserve its options, must the bank send the first initial privacy notice to all of its
customers (including former customers)? (Q46)
The bank must prOVide an initial priva~y notice to all current bank customers.
Additionally. before it discloses customer infonnationoutside of the regulatory
exceptions, the bank must provide its customers with an opt out notice and a
reasonable opportunity to opt out. A bcutk has no obligation to provide its former
customers with an initial notice by July 1 ~nless the bank plans to disclose their
information outside of the exceptions in§§40.14 and 40.15. In those instances,
the bank must provide the required notices to its former customers prior to
disclosing their.nonpublic personal information -- i.e., a privacy notice containing
a separate statement about the bank's infonnation disclosure arrangements under
§40.i3, or a privacy notice and opt out notice if the bank discloses information
outside of the exceptions in §§ 40.13, 40.14 and 40.15.
•

Must a bank provide a privacy notice to consumers (who are not customers) if the
bank discloses infonnation about those consumers as required by federal law, such as
information about denied mortgage applicants under the Home Mortgage Disclosure
Act? (QI5)
No. If the information that the bank is required to disclose is not personally
identifiable, Part 40 would not apply. Alternatively, if the bank discloses
nonpublic personal infonnation to comply with the law, the bank may disclose the
information without providing consumers a privacy notice under §40.15(a) (7) (to
comply with federal, state, or.locallaws).. The privacy rule does not require a
bank to provide privacy notices to consumers who are not customers if the bank
makes disclosures only as permitted by §§40.14 and 40.15.

Tenninatioll of customer relationship -- Section 40.5(b)
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•

Does a fmandal institution need to send an initial privacy notice by July 1, 2001 to
credit card holders whose accounts have been written off, who no longer have the
right to use the credit card, and whose only written contact from the fmancial
institution is through collection correspondences? (Q4)
No, provided the institution is disclosing information about these individuals only
under §§40.14 and 40.15. H the institution's only communication with the card
holder is for the collection ofa debt that has been charged off. that is not a
statement or notice for the purposes of §40.5(b) (2) (iii) and the card holder may be
considered a former customer.
Note that former customers are considered consumers under the regulations. The
defmition of consumer (§40.3(e) (1» includes an individual who has obtained a
financial product or service from a bank. Accordingly, if an institution discloses
information about its former customers only under the exceptions in §§40.14 and
40.15, the institution does not have to provide them with a privacy notice. Hthe
institution also discloses nonpublic personal information about its former
customers under §40.13, the institution does have to provide its fonner customers
. with a privacy notice. If the disclosure is outside of the exceptions, the institution
must provide those fonner customers an i~tial privacy notice, an opt out notice,
and a reasonable opportunity to opt out of the disclosure.

Simplified notice -- Section 40.6(c)(5)

•

The supplementary material to the rule includes "Guidance for Certain Institutions"
(p. 35186 of the Federal Register). This guidance states that a bank may use a
simplified notice if the bank does not have any affiliates and only discloses nonpublic
personal information to nonaffiliated third parties under the routine business
exceptions in §§40.14 and 40.15. Maya bank also use a simplified notice if it has
affiliates but doesn't share any nonpublic personal information with them? (Q9)
Yes. A bank may use the simplified notice if the bank does not disclose
nonpublic personal infonnation to its affiliates outside of the exceptions in
§§40.14 or 40.15, and if the bank is not required to include a disclosure in its
privacy notice about affiliate information sharing under the FeRA.

Opt out -- Section 40.7

• If a bank's privacy notice allows the customer to mail in a form indicating the
customer's opt out election, is the bank.tequired to include a pre-paid postage mailer
with the form? (QI0)
No. A bank is not required to provide an individual with a pre-paid mailer to
meet the requirement in §40.7(a) (1) (iii) that the bank provide a reasonable means
for consumers to opt out.
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Joint Notice -- Section 40.9(1)

•

Where a bank holding company has developed a single privacy notice on behalf of
all its subsidiaries, is the company required to list each of the legal entities that are
providing the privacy notice by its legal name, or will a more generic Mall
subsidiaries and affiliates of ABC & Company" satisfy the rule's requirements?
(Q61)

The bank holding company does·not have to list each entity by its legal name as
long as the notice clearly identifies the institutions covered by the privacy policy.
For instance, a privacy notice for ABC & Company could state that it applies to
all institutions with the ABC name. Any affiliated company that does not share
the ABC name would then need to be separately identified in the notice.
•

Where a bank has an insurance agency affiliate and a broker-dealer affiliate, must
each of these affiliates provide privacy notices to its customers? May the bank
provide a single notice on behalf of the bank and these affiliates? (Q41)
Both the insurance agency affIliate and the· broker-dealer affiliate must provide
privacy notices to their customers. However, §40.9(f) permits a bank to provide a
joint notice with one or more of its affiliates or other fmancial institutions, as long
as the notice is accurate for the bank and the other parties, and the entities using
the notice are adequately identified as described in response to Q61. .

Contract Provisions -- Section 40.13 and Interagency Guidelines Establishing
Standards for Safeguarding Customer Information

•

What is the difference between the service provider contract provision referenced in §
40.13 of the privacy rules and' the contract provision in 12 C.F.R. § 30, Appendix B,
the "Interagency Guidelines Establishing Standards for Safeguarding Customer
Information" (the security guidelines)? (Q55)
Under §40.13 of the privacy rule, a bank may share nonpublic personal
information with a servicer, withoutproviding a consumer with the right to opt
out of this disclosure, if the bank has a contract with the servicer that limits the
servicer's ability to further use or disclose this information. The privacy rule
does not require a bank to have such a contract clause in place prior to disclosing
information to any servicer -- only.those. servicing arrangements that fall within
§40.13. If the servicing arrangement is within the scope of the exceptions in
§§40.14 and 40.15, a bank may disclose infonnation to the servicer without a
contract that limits the servicer's ability to use or disclose nonpublic personal
information. ht those instances, the servicer will be subject to the limits on reuse
and redisclosure under §40.11.
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,

.

Under 111.0.2 of the security guidelines, all banks must monitor service provider
arrangements by entering into contrClcts with their service providers requiring the
providers to undertalce securitymeasures that will protect the bank's customer
information. The preamble to the guidelines explains that a service provider must
implement controls that satisfy the objectives of the guidelines, yet need not have
a security program that is identical to the program that financial institutions
themselves must implement under the guidelines.
There is a different transition rule for each of these contract clauses. Section
40.18 of the privacy rule states that a contract·entered into on or before July 1,
2000 must be brought into compliance with the provisions of§40.13, by July 1,
2002. Contracts entered into after July 1, 2000 must be brought into compliance
by July 1, 2001. The security guidelines provide that a contract entered into on or
before March 5, 2001 between a bank and a service provider. must be brought
into compliance with the provisions of12 C.F.R. §30, Appendix B, 111.0.2, by
July 1, 2003. See 12C.F.R § 30, Appendix B, III.G.2. Contracts entered into
after March 5, 2001, must be brought into compliance by July 1, 2001.
•

Is there a sample or generic confidentiality clause for third party contracts under
§40.13 to which a bank can refer? (Q21, 43)

The agencies have not issued such sample clauses. Institutions may wish to
consult with bank counselor contact a bank trade association for assistance.
Disclosures under exceptions in Sections 40.14 and 40.15

•

In an indirect lending arrangement with a car dealership, if a bank denies a loan that
a consumer applies for through the dealership, may the bank disclose the reason for
the denial to the dealership? (Q15)
Where the bank has received an individual's loan application through a dealer, it
may be a usual or appropriate practice for a bank to communicate a denial to the
consumer through the dealer in order to provide information about the status of
the loan. Section 202.9(g) of Regulation B, which implements the Equal Credit
Opportunity Act, permits a creditor to disclose reasons for taking an adverse
action through a third party where the third party submits an application to a
creditor on behalf of the consumer. Accordingly, a bank may disclose to a car
dealership the reasons the bank denied a loan to a consumer pursuant to §40.14(a)
and (b) (2) (iii)-- as a usual, acceptable, or appropriate method to provide
information on the status of a fmanci~ product to the consumer's.agent or broker
with respect to a product a consum~rhas.requested. If the bank obtains the
consumer's consent for the specific disclosure, this information also may be
disclosed under §40.15(a)(I). Because the dealer receives nonpublic personal
information from the bank, and the bank discloses the infonnation under an
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exception. the dealer's ability to reuse and redisclose the consumer information is
limited by the rules.
•

Where a bank currently processes all its nonpublic personal information in-house
using software purchased from a nonaffiliated third party. it may occasionally have an
issue that it cannot address on its own and may authorize its software provider to
access the bank's system to address the problem. By accessing the mainframe, the
software provider would also have access to Individual customer account information.
Would this disclosure violate the regulations? Is this an issue under the interagency
guidelines for safeguarding customer information? (Ql7)
This would not be a violation of the privacy regulations. Providing information to
a software provider to assist the bank in maintaining or servicing customer
accounts, for instance. would be pennitted under §40.14(a) (2) without specific
notice to customers about this disclosure or an opportunity to opt out. The
sharing of information with a service provider under the circumstances posed may
fall within that exception. Also,,§40..15,pennits a bank to disclose information to
protect the confidentiality or security of the bank's records, or for required
institutional risk control. without specific notice or opt out. When a bank makes
disclosures to nonaffiliated third parties under the exceptions in §§40.14 and
40.15, it may refer to such disclosures in its privacy notice as "permitted by law"
in accordance with §40.6(b).. The bank must also comply with the requirements
concerning service providers set out in the "Interagency Guidelines Establishing
Standards for Safeguarding Customer Infonnation" (66 Fed. Reg. 8616, February
1, 2001) to ensure the proper safeguarding of customer information.

•

Maya bank disclose nonpublic personal infonnation about its customers in response
to a skiptracing call (e.g., a financial institution seeking to locate a consumer who
defaulted on a loan from the institution) under any of the exceptions? (Q30, 33, and
57)
There are exceptions to the notice and opt ,out requirements that may apply to the
disclosure of nonpublic personal infonnation in this situation. Information could
be provided to the nonaffiliated lender under §40.15(a) (2) (iv) to "persons holding
a legal or beneficial interest relating to the consumer" or where circumstances
indicate, under §40.15 (a) (2) (ii) to protect against or prevent fraud. However, a
bank that makes such a disclosure should take appropriate measures to protect
customer information from pretext calling or other fraudulent or unauthorized
attempts to obtain customer information. See the Interagency Guidelines
Establishing Standards for Safeguarding Customer Information, 12 C.F.R. Part 30
(66 Fed. Reg. 8616) and DCC Advisory Letter 2001-4 on Identity Theft and
Pretext Calling.
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Office of the Comptroller of the Currency
Federal Reserve Board
Federal Deposit Insurance Corporation
Office of Thrift Supervision
National Credit Union Administration
May 25,2001

Interpretive Letter #91 0
June 2001
15 USC 6802(d) & (e)
15 USC 6804(d)
12 CFR40.12
Re:
Dear I

Limits on Disclosing Account Numbers

):

This letter responds to your letters to the Board of Governors of the Federal
Reserve System, Federal Deposit Insurance Corporatio~ National Credit Union
Administratio~Office of the Comptroller ofthe Currency, and Office of Thrift
Supervision (the Agencies) dated May 2, 2001. You ask the Agencies to.allo\v
financial institutions to disclose unencrypted account numbers to (
]
«(
) upon a customer's express, written consent.
( ] markets insurance products by direct mail to customers of financial
institutions pursuant to joint marketing agreements between ( ) and the
financial institutions. Under these agreements, financial institutions disclose lists
of their customers' names, addresses, and encrypted account numbers to [
).
Using this infonnation, (
) mails materials to market its insurance products to
financial institution customers. When. 8 customer decides to enroll in an insurance
plan, the customer signs an authorization for ·the customer's fmancial institution to
provide the customer's unencl)'Pted'account number to [
]. Upon receiving
that unencrypted number, ( ] charges the customer's account.
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Section S02(d) of the Gramm-Leach-Bliley Act-provides that a ~:financial
institution shall not disclose, other than to a consumer reporting agency, an
account number or similar fonn of access number or access code for a credit card
account, depos~t account, or transaction account of a consumer to any nonaffiliated
third party for use in telemarketing, direct mail marketing, 01' other marketing
through electronic mail to the consumer." (Emphasis added.) The primary reason
a marketer seeks access to a customer's account number is to allow the marketer to
initiate a charge to the customer' 5 account as part of the transaction. We believe
that interpreting the Act to consider marketing to have ended at the time the
customer accepts the product would substantially undennine the prohibition,
effectively limiting its application to the sharing of account numbers for tracking
purposes while not denying third party marketers access to customer accounts.
Section 502(d) does not contain any exceptions to this prohibition.
Moreover, the general exceptions for notice and opt out under § S02(e) of the Act,
including the exception for disclosing information with the consent or at the
direction of the consumer, do not apply to the account number disclosure
prohibition under § S02(d). Accordingly, under the Act and the Agencies' privacy
regulations, 1 a fmancial institution may not provide its customers' account
numbers to a third party, such as I
), under the circumstances you describe.
Section S04(b) of the Act provides that the Agencies may prescribe
exceptions to § 502 that the Agencies deem consistent with the purposes ofthe
Act if the Agencies adopt the exception by rule. Section _.12 of the Agencies'
rules implements the § 502(d) prohibition and provides only two exceptions:
financial institutions may disclose their account numbers a) to their agents to
market the financial institution's own products or setvices or b) to their partners in
a private label credit card or affinity program.-The ( Jdisclosure does not fit
within either of the limited exceptions that the Agencies have adopted by rule.
The privacy rule makes clear that the -statutory prohibition focuses on
restricting access to customer accounts. Accordingly, the financial institution
itself must retain control of its customers' account numbers. For instance, one of
the limited exceptions to the prohibition against disclosing transaction account
numbers pennits a fmancial institution to disclose a customer's transaction
account number to its third party agent or service provider solely to market the
institution's own products or setvices, 'prOVided the third party may not directly
initiate a charge to the customer's account. In the supplementary information to
1 See

12 C.F.R. Part 40 (OCe); 12 C.F.R. Part 216.(FRB),; 12 C.F.R Part 332 (FDIC); 12 C.F.R. Part 573

(OTS); and 12 C.F.R. Part 716 (NeUA). Eacho( the.Agencies adopted a consumer financial privacy

regulation in substantially identical Conn. Each AgeriCyUSes a different part number but identical section
numbers in its privacy regulation. In this letter, citations to the regulations use section numbers only,
leaving the part numbers blank.
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the regulations, the Agencies explain that while an institution may frequently use
agents to assist in marketing, a conslU1\~r's protections are potentially eroded by
allowing agents involved in the marketing to have access to a consumer's account.
6S Fed. Reg. 35162,35181 (June 1, 2000); see a/so 65 Fed. Reg. 31722, 31733
(May 18, 2000) (NeUA).

Other aspects of this section make clear that a financial institution may not
provide ( ) with transaction account numbers to access customer accounts - that
i~ to initiate charges. For example, § _.12(cXl) states that an encrypted account
number is not protected from disclosure as long as the fmancial institution does
not provide the third party with the code to decrypt. The Agencies explain, in the
supplementary materials, that such an encrypted number "operates as an identifier
attached to an account for internal tracking purposes only." 65 Fed. Reg. at
35182; see also 6S Fed. Reg. at 31733 (NCUA). The Agencies reason that
encrypting the account numbers would adequately protect consumers because the
encryption would prevent the recipient from· accessing the consumer's account.
ld. For similar reasons, the prohibition against'disclosing transaction account
numbers does not apply to any accounts to which third parties cannot initiate
charges. The Agencies explain that, because a third party cannot post charges to
these types of accounts, the numbers for such accounts would not be covered by
the prohibition. Id. If a third party could initiate charges to the account, however,
the Agencies maintain that disclosure of the account number would be prohibited.
Id.
While a fmancial institution may ,not provide a customer's account number
to a third party under the circumstances you describe, a fmancial institution may
lintiate charges to its customer's account for a i
i product where the customer
has agreed to purchase the product. Of course, an individual is free to provide
), or any other merchant, with his or her own account number to purchase a
(
product.
We trust that this responds to your question.

C· 53

Sincerely,

-signed-

-signed-

J. Virgil Mattingly
General Counsel
Board of Governors of the
Federal Reserve System

William F. Kroener, III
General Counsel
Federal Deposit Insurance
Corporation

-signed-

-signed-

Robert M. Fenner
General Counsel
National Credit Union
Administration

JulieL. Williams
First Senior Deputy Comptroller
and Chief Counsel
Office of the Comptroller
of the Currency

-signedCarolyn J. Buck
Chief Counsel
Office of Thrift Supervision
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Joint Release

Board of Governors of the Federal Reserve System
Federal Deposit Insurance Corporation
National Credit Union Administration
Office of the Comptroller of the Currency
Office of Thrift Supervision

December 12, 2001

For Immediate Release
NR 2001-101

Guidance on Financial Privacy
Staff ofthe federal agencies that supervise banks, thrifts, and credit unions today
issued guidance to help financial institutions comply with these agencies' consumer
privacy regulations.
The agencies' regulations implementing the privacy provisions ofthe GrammLeach-Bliley Act of 1999 were issued last year after interagency consultation and
coordination. Financial institutions have been required to comply with the privacy rules
since July 1, 2001. The agencies' privacy rules are substantially identical, although each
agency's rule differs slightly due to the type of financial institutions subject to that
agency·s jurisdiction. in general, the privacy regulations govern the circumstances. under
which a financial institution must provide a consumer with a notice explaining the
institution's privacy policies and practices and provide a consumer a reasonable
opportunity to prevent, or "opt out" ot: disclosures of certain information to nonaffiliated
third parties.
The staff guidance issued today is a series of Frequently Asked Questions, or
FAQs, covering various aspects of the privacy rules, including:
•

Which entities are covered by the privacy rules;
(more)
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•

When financial institutions must deliver privacy and opt out notices;

•

Limits that apply to the use and disclosure of customer information received
from an unrelated financial institution;

•

Limits that apply to the disclosure ofcustomer account numbers; and

•

How to comply with the exception for disclosures under a joint marketing
arrangement with an unrelated financial institution.

These FAQs were developed jointly by staffs ofthe Board of Governors of the
Federal ReselVt: System, Federal Deposit Insurance Corporation, National Credit Union
Administration, Office ofthe Comptroller ofthe Currency, and Office of Thrift
Supervision. They consulted with staff of the Commodity Futures Trading Commission,
Federal Trade Commission, and Securities and Exchange Commission. Staff of the
depository institution agencies m~y supplement or revise the FAQs as necessary or
appropriate in light of further questions and experience.
Each of these agencies will both post the FAQs on its web site and make them

available to the financial institutions the agency supervises.
(The OCC is issuing the FAQs as part of a Small Bank Compliance Guide, which
is available on the acc's press release page: http://www.occ.treas.gov/Olrellst.htm.)
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Frequently Asked Questions for the Privacy Regulation

December 2001
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Staff of the Board of Govemors of the Federal Reserve System has
developed the following Frequently Asked Questions (FAQs) to assist
financial institutions in complying with the privacy provisions of the
Gramm-Leach-Bliley Act (GLB Act) and the Board's Regulation P. These
FAQs illustrate how select provisions of the regulation apply to specific
situations a financial institution may confront. However, they do not
necessarily address all provisions that may apply to any given situation.
Additionally, this staff guidance addresses a financial institution's
obligations only under sections 502-509 of the GLB Act and Regulation P
and does not address the applicability of the Fair Credit Reporting Act or
any other federal or state law that may pertain to the questions and answers.
Staff may supplement or revise these FAQs as necessary or appropriate in
light of further questions and experience.
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A.·

Financial institutions, products, and services that are covered
under the Privacy Rule

A.I. Q.

Who must comply with the Privacy Rule?

A.
Any financi~l institution that provides financial products or
services to consumers must comply with the privacy provisions of Title V of
the Gramm-Leach-Bliley Act ("GLB Act") (15 U.S.C. §§ 6801-09) and the
Privacy Rule. Under the banking agencies' rules, I you ar~ a financial
institution if you engage in an activity that is financial in nature or incidental
to a financial activity, as described in § 4(k) of the Bank Holding Company
Act of 1956 ("BHC Act") (12 U.S.C. § 1843(k». For purposes of the
banking agencies' rules, activities "described in § 4(k) of the BHC Act"
include the activities specifically listed in § 4(k) and any additional activities
the Board, in consultation with the Secretary of the Treasury, detennines to
be financial in nature or incidental to a financial activity in accordance with
§ 4(k).
Section 225.86 of the Board's Regulation Y lists or otherwise
references the activities that are financial in nature as of the date of these
FAQs. See 12 C.F.R. 225.86. Note, however, that additional activities the
Board authorizes in the future, such as activities approved by Board order,
may not necessarily be listed at § 225.86.
Authorized financial activities as of the date of these FAQs
include but are not limited to the following:
•

Lending, exchanging, transferring, investing for others, or
safeguarding money or securities;
• Insuring, guaranteeing, or indemnifying against loss, harm,
damage, illness, disability, or death, or providing and issuing
annuities, either as principal, agent, or broker; and
• Providing financial advice, underwriting, dealing in, or making a
market in securities.
I The scope of the privacy regulation promulgated by the Federal Trade Commission ("FTC") is more
limited than that of the other agencies. Under the FTC's privacy regulation, financial institution means
u any institution the business of which is engaging in financial activities as described in § 4(k) of the Bank
Holding Company Act of 1956.',1 See 16 C.F.R. 313.3(k)( 1). Moreover, an institution is not a financial
institution unless it is significantly engaged in financial activities. Id. In addition, the FTC"s regulation
does not automatically apply to institutions significantly engaged in activities that the Board determines,
after November 12,1999, to be financial in nature. See 16 C.F.R. 313.18(a)(2).
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You have consumers if you provide your financial products or
services to individuals to be used primarily for their personal, family, or
household purposes.
Additionally, the Privacy Rule restricts the use and disclosure
of nonpublic personal information obtained from a nonaffiliated financial
institution, as discussed below.
A.2.Q.
I am a small financial institution with no affiliates. I do not
disclose information about my customers or consumers to anyone, except as
2
permitted by an exception under §§ 216.14 and 216.15 of the Privacy Rule.
Does the Privacy Rule apply to a small operation like mine?
A.
Yes. You have responsibilities under the Privacy Rule
regardless of your size, affiliate relationships, or information collection and
disclosure practices. The Privacy Rule is focused not only on regulating the
disclosure of financial information about customers and consumers, but also
on requiring each financial institution to provide initial and annual notices of
its policies to its customers. You may, however, provide notice in a
simplified form, as illustrated by the notice described in § 216.6(c)(5).

I provide trust services. In this capacity, I serve as the trustee
A.3. Q.
of trusts whose beneficiaries are individuals. Does the Privacy Rule apply 'to
my tr'-lst operations?

A.
When you act as a trustee, you have a relationship with the
trust. Because the trust itself is not an individual, it is not a consumer under
the Privacy Rule. Even if the grantor and all the beneficiaries are
individuals, neither the grantor nor any of the beneficiaries are your
consumers solely because of their relationship to the trust. If, for example,
the trust requires you, as trustee, to tran~fer money to a beneficiary, you
provide that financial service to the trust rather than the individual who is the
beneficiary. In other words, grantors and beneficiaries of a trust are not your
consumers unless they directly obtain a financial product and service from
you for their personal, family, or household purposes. Accordingly, you do
not have any obligations under the Privacy Rule with respect to the trust.
Your duties as a fiduciary, however, may require you to maintain the
1

All subsequent section references are to the Privacy Rule unless otherwise noted.
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confidentiality of information about the trust, its grantor, and its
beneficiaries.
A.4. Q.
I act as a custodian for Individual Retirement Arrangements
("IRAs"). Are the individuals who own the IRAs my customers?
A.
Yes. An individual who establishes an IRA account for which
you act as a custodian has obtained a financial product or service that is to be
used primarily for personal, family, or household purpos~s; therefore, he or
she is a consumer. When an individual selects you to act as custodian for his
or her IRA, the individual enters into a continuing relationship with you and
becomes your customer under the Privacy Rule. By contrast, an individual
who is a participant or a beneficiary of an employee benefit plan that you
sponsor or for which you act as trustee or fiduciary is not your customer
because your relationship in that case is with the plan.

A.5. Q.
I am a tax retuI11 preparer and I understand that I may be
subject to the Privacy Rule concerning the disclosure of my clients'
nonpublic personal infonnation. However, I also am subject to section 7216
of the Internal Revenue Code,which restricts the use and disclosure of my
customers' federal tax return information. Do the privacy provisio~s of the
GLB Act and the Privacy Rule supersede the restrictions in section 7216?
May I now disclose my customers' federal income tax return information
after I provide them with the proper notices and 'give my customers a
reasonable opportunity to opt out?
A.
No. The Privacy Rule does not supersede the restrictions in
section 7216. The GLB Act and the Agencies ' implementing regulations do
not authorize a financial institution to disclose nonpublic personal
infonnation in a way that is prohibited by some other law. Therefore, you
may not avoid the restrictions of section 7216 by providing your customers
with an opt out notice and a reasonable opportunity to opt out.

B.

Individuals who are entitled to receive notices

B.l. Q.
Why does the Privacy Rule sometimes refer to consumers and
other times to customers? Aren't customers also consumers?
A.

All customers are consumers, but not all consumers are

customers-.
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A consumer is an individual who obtains a financial product or
service from you that is primarily for personal, family, or household
purposes. A financial product or service includes the evaluation or
brokerage of information collected in connection with a request or
application, such as a bank's review of loan application materials to
determine whether an applicant qualifies for a loan. A customer is a type of
consumer, namely, an individual who has an ongoing relationship with you
under which you provide a financial product or service. ,Note that neither a
business nor an individual who obtains a financial product or service for
business purposes is a consumer or a customer under the Privacy Rule.

The rule distinguishes consumers from customers because your
responsibilities to provide notices to consumers and to customers differ in
several respects.
•
•

You must give all your customers initial privacy notices.
You must give initial notices (or short fonn notices) to consumers
who are not your customers only if you intend to disclose nonpublic
personal information about those consumers to nonaffiliated third
parties (unless an exception in §§ 216.14 or 216.15applies.sllch that
no initial notice is required prior to the disclosure).
• You must give annual privacy notices to your customers as long as
they remain your customers.
.
• "r"'ou are never required. to send annual notic~s to consumers who
are not your customers.
It is important to remember that all consumers are entitled to
the same protection from disclosures ofnonpublic personal information
under this regulation regardless ofwhether they are customers. You
therefore must not disclose the nonpublic personal information of any
consumer or any customer to any nonaffiliated third party outside of the
exceptions in §§ 216.13 - 216.15 unless you provide a privacy notice and a
reasonable opportunity to opt out, and the consumer or customer does not
opt out.
I occasionally make business loans to sole proprietors. Do I
B.2. Q.
have to provide them with a privacy notice?

C--63

A.
Although a sole proprietor is an individual, if the sole proprietor
obtains a loan from you for business purposes he or she is not a "consumer"
for purposes of the Privacy Rule. Therefore, you do not have to provide any
privacy notices to the sole proprietor.
B.3. Q.
Is a guarantor or an endorser ofa consumer loan considered my
consumer or customer?
A.
A guarantor or endorser of a consumer loan is your customer
because the individual assumes secondary liability on the loan he or she
guarantees or endorses and thereby receives an extension of credit from you.
You may, however, treat the primary borrower and the guarantor or endorser
as joint account holders. As a result, you may deliver a single privacy notice
to the joint account holders in accordance with§ 216.9(g). If you disclose
infonnation to nonaffiliated third parties outside of the exceptions in
§§ 216.13 - 216.15, you must also provide .the primary borrower and the
guarantor/endorser with an opportunity to opt out. You may deliver a single
opt out notice to the joint account holders under § ~ 16.7(d).
B.4. Q.
Non-U.S.-resident consumers conduct business at my U.S.
offices. Do the privacy regulations apply in cases where consumers live in
another country?
A.
Yes. The privacy regulations. apply to all United States offices
of entities for v/hich the federal financial institution regulators have plitnary
supervisory authority, regardless of where the consumer lives.
B.5. Q.

Is a person who only browses my web site my consumer?

A.
No. The person does not obtain a financial product or service
from you merely by browsing your web site.

c.

Delivering your privacy notices

C.J. Q.
I issue credit cards to consumers. Very often, I take credit card
applications by telephone and approve them within minutes. My customers
wish to begin using their new accounts right away. When must I deliver
initial notices in these cases?
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A.
You cannot deliver your privacy notice solely by explaining it
over the telephone. However, you may provide an initial notice within a
reasonable time after establishing a customer relationship if (i) providing it
when you establish that relationship would substantially delay the
customer's transaction, and (ii) the customer agrees to a later delivery. In
the case of approving a credit card application by telephone,waiting until
you have time to mail the notice would substantially delay the customer's
use of a new credit account. As long as your new customer agrees to receive
the notice later, you may deliver it within a reasonable time after
establishing the customer relationship.
Notwithstanding that exception, delayed delivery of an initial
notice does not alter the restrictions on disclosing nonpublic personal
information. That is, if you delay delivering your initial notice to a
customer, you may not disclose that customer's nonpublic personal
information to any nonaffiliated third party (except as permitted by the
exceptions under §§ 216.14 and 216.15) before you provide the notices and
a reasonable opportunity to opt out, in accordance with §§ 216.7 and 216.10.
C.2. Q.
I am a financial institution with several subsidiaries. Must each
affiliated financial institution issue a separate privacy notice? If affiliated
financial institutions are permitted to combine their notices, how may we
identify them in the notice?
A.
You and your subsidiaries may share common privacy policies
and practices and you may combine your respective privacy notices into a
joint notice. However, any joint notice must be accurate as to each
institution, must be clear and conspicuous, and must identify which
institutions it covers.
You do not have to list each financial institution by its
particular legal name. Instead, if each institution shares the "ABC" name,
then the joint notice could state that it applies to "all institutions with the
ABC name" or "in the ABC family of companies." Conversely, if an
affiliated institution does not have ABC in its name, then your notice must
separately identify that institution.

My privacy notice must identify "categories" of nonpublic
C.3. Q.
personal infonnation I collect and categories of affiliates and nonaffiliated
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third parties with which I share that information. How detailed do the
categories need to be?

A.
The Privacy Rule does not require your privacy notices to
describe in detail the information you collect or disclose. Moreover, you are
not required to identify by name parties t~ whom you may make disclosures.
Rather, you may describe the types, or categories, of information you collect
and disclose, and the types of third parties to whom you disclose the
information. These categories must be representative ofyour policies and
practices. Because the examples in the rule that describe categories of
information and parties to whom you disclose infonnation are not exclusive,
you may describe the items in § 216.6(a)(I)-(9) that apply to you by using
other reasonably understandable language that informs a consumer about
your privacy policies and practices. You also may use different language
and may provide additional detail as appropriate to explain your policies and
practices to your consumers. In addition, the Privacy Rule requires you to
address only those items that apply to you. Your initial notice must
accurately describe your policies and procedures as of the time you provide
the notice to a consumer or customer. A notice also may be accurate even if
it reflects anticipated as well as current policies and practices.
C.4.

Q.

Won't my annual notice lookjust like my initial notice?

A.
The initial and annual notices may be identical because the
required contents for your initial notice are the same as those for your aI1I1ual
notice. You must, of course, incorporate any revisions you make to your
privacy policy into your annual notice.
Your annual notice, like your. initial notice, must describe any
right of consumers to opt out of disclosures you may make and must
describe how consumers may opt out. If the only opt out method you allow
is for consumers to send you' a specific opt out form, then you must include
that form with your initial and annual notices.
C.5. Q.
After I provide an initial privacy notice to my customer, the
Privacy Rule requires me to deliver privaGY notices to that customer not less
than annually during the continuation of.the customer relationship. What
does "annually" mean?
A~'

"Annually" means at least once in any period of
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12 consecutive months during which a customer relationship exists. If you
use the calendar year as your notice period, you have the flexibility to give
the first annual notice to a: customer at any point in the calendar year
following the year in which the customer relationship is established.
Thereafter, you are expected to provide annual notices on a consistent basis.
Any period of more than 12 consecutive months between annual notices
should have an appropriate business justification.
C.6. Q.
Can I combine my privacy notice with oth~r consumer
disclosures, such as those under the Truth in Lending Act (Regulation Z) or
the Truth in Savings Act (Regulation DO)?
A.
The Privacy Rule does not prohibit you from combining your
privacy notices with other infonnation. However, you still must comply
with all applicable requirements, such as those governing form, content, and
delivery of notices. For example, if you combine your privacy notice with a
disclosure under Regulation Z or Regulation DO, each component of the
combined notice/disclosure must comply with the "clear and conspicuous"
requirements in the regulation govetning that component.
I do not disclose any nonpublic personal information about my
C.7. .Q.
customers to any affiliates ot nonaffiliated third parties, except under the
conditions described in §§ 216.14 and 216.15 (exceptions to notice and opt
out requirements). What aspects of my privacy policies and practices must
my notice address?
A.
In this case, you may use a simplified notice. A simplified
notice is sufficient if it:
Describes the categories of nonpublic personal information you
collect;
• States the fact that you do not share nonpublic personal
information about your customers or former customers to affiliates
or nonaffiliated third parties,: except as authorized by law; and
• Describes your policies and practices for protecting the
confidentiality and security of consumers' nonpublic personal
infonnation (under § 501(b) oftheGLB Act).
•

e.8. Q..

I own and operate several i\TMs. Many consumers who use
them are not my customers. I disclose to nonaffiliated third parties
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nonpublic personal information about those consumers other than as
permitted by the exceptions in §§ 216.14 or 216.15, so I must provide them
with the required notices when they use my ATMs. But ATM screens are
very small. Am I required to purchase machines with screens large enough
to hold my privacy policy? Must I make consumers click through dozens of
tiny screens of information?
A.
Neither new machines nor multiple screens are necessary. You
must provide an opt out notice, as required under § 216.7.. This notice must
state that you disclose nonpublic personal information about the consumer to
nonaffiliated third parties, state that the consumer has a right to opt out of
that disclosure, and provide a reasonable opportunity for the consumer t~ opt
out (such as by requiring the consumer to decide whether to opt out as a
necessary part of the transaction). § 216.10(a)(3)(iii). In addition to the opt
out notice, you must provide an initial privacy notice. For consumers who
are not your customers, you may provide a short-form initial notice with an
opt out notice. § 216.6(d). This short-form notice must state that your
privacy policy is available upon request and it must describe a reasonable
means for the consumer to get your privacy notice. As with any privacy
notice, the opt out notice and the short-form initial notice must be clear,
conspicuous, and accurate. These notices must be delivered in a manner so
that the consumer can agree to receive the notices electronically, such as by
aclmowledging receipt of the notices as a necessary step to completing the
transaction at the ATM. § 216.9(a).
C.9. Q.
I am a small bank. I want to offer credit cards to my customers,
but I am too small to handle a credit card operation. Instead, I contract with
others to help me. When my customer indicates an interest in getting a
credit card, I supply an application form. That form makes clear that the
lender is a large bank ("Large Bank"). I am not affiliated with the Large
Bank. The customer sends the completed form directly to the Large Bank,
so that I do not "collect" the application ,information within the meaning of
§ 216.3(c). The Large Bank issues the credit card for approved applicants,
with its name on the back. My name and l<>.goare prominent on the front of
the credit card. Who must provide the initial privacy notice?
A.
When a financial institution makes a consumer loan, as the
Large Bank does in this case, it has a customer relationship with that
consumer. The Large Bank, therefore, must provide an initial privacy notice
and must provide annual notices as long as the credit card relationship
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continues. You are not required to send any new nqtices to your customers
because you do not appear to be providing any financial product or service
to them in connection with this credit card product.

D.

Providing notices to joint account holders

0.1. Q.
I have two depositors who hold one account jointly. The
depositors share the same address. When notice is required, may I mail just
one privacy notice?
A.
Yes, you may mail one notice to two or more joint account
holders at the same address. § 216.9(g).

0.2. Q.

What if those same account holders have different addresses?

A.
You still may mail one notice to all accountholders jointly at
one account holder's address. § 216.9(g).
0.3. Q.
One account holder, A, maintains with me a single account and
"
a joint account with another consumer, X. What are my obligations to send
privacy notices to A and X? Can I satisfy the initial privacy notice
requirement by sending just one notice?

A.
In some cases, one notice may be sufficient. For example, if A
and X open the joint account first and A subsequently opens an individual
account, you need not provide an additional initial notice to A if the most
recent notice you provided to A as part of the joint account is accurate as to
the individual account. § 216.4(d). If A already has an individual account
with you but X becomes your customer at the time the joint account is
opened, you must provide an initial notice toX with respect to the joint
account. § 216.4(a). However, you may deliver the initial notice either to A
or to X by providing one notice to those consumers jointly. § 216.9(g). For
example, you may deliver one notice addressed to both A and X. You
subsequently may satisfy the annual and revised notice requirements by
sending one notice regarding the joint account either to A or X.
0.4. Q.
Orle depositor, A, ha~~wo.differentjoint accounts, one with X
and the other with Y. When ann~al or revised notices are required as to both
accounts; how many notices must I proyide?
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A.
Annual and revised notices pertaining to each of the joint
accounts may be provided either to A or to both of the other account holders
respectively. Thus, one notice to A is sufficient, as long as the notice is
accurate as to both accounts. § 216.9(g). The Privacy Rule does not require
you to mail two identical notices to A, one for each account.
However, you must neither disclose to X that A has a joint
account with Y nor disclose to Y that A has a joint account with X, unless
these facts are publicly available. The fact that ~ consumer is a financial
institution's customer is nonpublic personal information, unless you have a
reasonable basis to believe that the customer relationship is a matter of
public record.

D.S. Q.

Assume the same facts as Question D.4. What if the two joint
account holders with A, X and Y, have different addresses?
A.
You still may provide one notice to A. However, in any
communications with X and Y, you must not disclose to X the fact that A
has a joint account with Y, nor may you disclose to Y that A has a joint
account with X, unless you have a re~onable basis to believe this .
infonnation is publicly available.

E~

Complying with the npt outprovisicns for joint account holders

E.I. Q.

I have two depositors who hold one account jointly. Must I
deliver a separate opt out notice to each account holder and allow each of
them to opt out ipdividually? Suppose I·mail only one opt out notice for that
account, and one of the joint holders checks "I opt out" and returns it to me.
To whom does the opt out decision apply?

a

A.
You may deliver either single opt out notice to one of the
account holders or a separate notice to each account holder. In either case,
the notice must pennit one joint account holder to opt out on behalf of all
holders of the account. So long as y()ur notice fulfills this requirement, you.
also may pennit joint account holders to opt out individually.
~

The answer to your second question depends upon how you
have designed your opt out notice. Yo~rnotice must permit one joint
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account holder to opt out on behalf of all holders of that account. However,
you have several ways to do this. For example, your notice may contain one
box that, when checked, will result in an opt out by the person checking the
box and all other individuals on the account. Altetnatively, the opt out
notice may provide boxes that enable each individual on the account to opt
out separately, as well as a box that permits one account holder to opt out on
behalf of everyone on the account.
With either option your opt out notice must ,clearly and
conspicuously describe how each applicable opt out selection will be treated.
For example, the opt out selection for all account holders should disclose
that the customer making that selection is opting out for all account holders
with respect to information concerning that joint account. Similarly, the
"individual" opt out selection should explain that the selection applies only
to the customer making the selection.
If you already are disclosingnonpublic personal information
because you did not receive an opt out direction after sending your initial
notice, each joint account holder still may choose to opt out at a later date.
You must abide by any subsequent opt out decision as soon as reasonably
practicable after you receive it, and you_ must not delay complying.with one
individual account holder's opt out direction until the rellk'lining account
holder( s) opt out.
Once a consumer opts out, whether during the initial opt out
period or subsequently, you must not share the consumer's nonpublic
personal information to which the opt out applies unless and until the
consumer subsequently revokes his orh~ropt out direction. § 216.7(g)(1).
E.2. Q.
I allow joint account holders X and Y to make independent opt
out elections. For opt outs, I use reply forms with check-offboxes. Must I
mail two opt out response fonns for one joint account?
A. No, only one is necessary. However, you must allow each account
holder a reasonable amount of time to opt out before disclosing any
nonpublic personal information abollt him or her. For example, suppose you
nonnally allow each consumer thirty days to opt out, and you immediately
receive an opt out instruction from X but not from Y. You still must allow
Y the st~dard thirty days to opt Qut.before you may disclose any nonpublic
personal infonnation relating to thejoint account. You may disclose
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nonpublic personal infonnationabout Y if Y does not opt out within the
reasonable opt out period, but onl,yto the extent such a disclosure would not
reveal nonpublic personal information about X.
E.3. Q.
I allow joint account holders to make independent opt out
elections. May I require each account holder to opt out in a separate
response?
A.
No. You must allow both account holders a, reasonable
opportunity to opt out in one response, such as one opt out form or in one
call to your toll-free opt out line.

I allow joint account holders, X and Y, to make independent opt
E.4. Q.
out elections. Suppose that X opt~d out, but Y did not respond. What
nonpublic personal information about X and Y may I disclose?
A.
Because X has opted out, you must not disclose any nonpublic
personal infonnation about X, except as permitted by an exception at
§§ 216.13,216.14, or 216.15. In addition, you must not disclose nonpublic
personal information about Y except.as permitted by an exception if the
disclosure of that information also would disclose nonpublic personal
information about X.
For example, suppose that X and Y are married, share the same
surname, reside at the same address, and jointly hold a savings account with
you. You may disclose nonpublic personal information relating to that
account about Y, such as the average monthly balance in the account, as
long as that disclosure does not include anynorlpublic personal infonnation
about X. Furthermore, you must not disclose the fact that Y holds the joint
account together with X.

F.

Delivering opt out notices and providing consumers with a
reasonable opportunity to opt out of disclosures

Must I provide opt out nptices if I do not disclose nonpublic
personal information to nonaffiliated third parties, except as pennitted under
one of the exceptions under §§ 216.13, 216.14, or 216.15?
F.I.

Q.
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A.
No. If you disclose nonpublic personal information only under
one or more of those exceptions, you need not provide any opt out notices.
Nonetheless, be aware that if you disclose nonpublic personal information
under § 216.13, then you must provide an initial notice that includes a
separate statement that describes that disclosure. Also, you must provide an
annual notice to your customers regardless of your disclosure policies and
practices. § 216.5.
F.2. Q.
What are some reasonable meansofallowi1}g consumers an
opportunity to opt out?

A.
You may provide various opt out methods that are reasonable,
depending on the circumstances surro~ding the financial product or service.
For example, for new customers who open credit card accounts, you may
deliver a form with a check-offbox that they.can check and return to yO,u. If
you use this method, you must deliver the check-off form with your opt out
notice. You also may provide a toll-free. telephone number that consumers
can call to opt out. §§ 216.7(a)(2)(ii), 216.10(a)(3)(i).
The Privacy Rule provides that you may require a consumer to
opt out through a specific means if that means is reasonable for th~t
particular consumer. § 216.7(a)(2)(iv). For example, you may require a
consumer who has agreed to the electronic delivery ofnotices to opt out by
using a process available on your web site. if that consumer uses your web
site to access financial prOdtlcts or services. You also may require a
consumer who conducts an isolated transaction at your branch, ATM, or
office in person to decide whether to opt out asa necessary part of
completing the transaction and to use the means you specify to effect his or
her opt out direction. § 216.10(a)(3)(iii).
Note that you may allow any consumer to opt out bye-mail or
by using a process available on yo~rweb site, but you may not require the
consumer to use an electronic method if the consumer has not agreed to
electronic delivery of notices. Undert1)~se circumstances, you must provide
other reasonable methods for the consumer to opt out.
No particular method desqtibed in an example in the Privacy
Rule is strictly required and there m~y ;be. other reasonable methods for
allowing.a consumer to opt out of disclosures. Some methods to opt out,
however, are ':lnreasonable. For instance, you must not require consumers to
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write their own letters to opt out as the only opt out method.
§ 216.7(a)(2)(iii)(A).
F.3. Q.
If I allow my customers to mail a form to indicate their opt out
election, am I required to provide my customers with a postage-paid
envelope so they can mail the fonn back?
A.
No. You are not required to provide an individual with a
postage-paid envelope to meet the requirement that you I1rovide a reasonable
means for consumers to opt out.
.
F.4. Q.
In our initial and annual notices, ()ur bank would like to provide
a tear-off opt out fonn and our privacy policies on the front and back of a
single sheet of paper. Is this pennissible?
A.
Yes, provided the opt out fonn may be detached without
removing text from your privacy policy. However, ifby detaching the opt
out fonn the customer removes text from the privacy policy, the practice
may violate § 216.9(e). This section requires a financial institution to
provide its privacy notices in a fonn in which a customer can retain them or
obtain them later. If the customer would remove text from your privacy
policy by detaching the opt out notice, then you should either redesign the
privacy notice or have procedures in place to provide a customer with the
complete text of your privacy notice upon request.
F.5. Q.
I provide consumer credit cards. I would like to disclose to
nonaffiliated third parties different types of nonpublic personal infonnation
about my customers, such as their addresses and their account infonnation.
The nonaffiliated third parties are not financial institutions with which I have
a joint agreement. I realize that 1 mus~allow my customers to opt out of all
these disclosures, but may I give them th~ choice to opt out of disclosures of
certain categories ofinfonnation as well. as, all categories ofinfonnation to
nonaffiliated third parties?
A.
Yes. You must allow your customers to opt out o,f all these
disclosures to nonaffiliated third parties. Additionally, you may allow your
customers to choose to opt out of some typ~s of disclosures, rather than
simply all of those disclosures. For example, you may allow your customers
to opt out.of disclosures of account information and provide a separate
",-
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opportunity for customers to opt out of disclosures of their addresses.
§ 216.10(c).

F.6.

Q.
I make consumer loans. I would like to disclose my customer
list to nonaffiliated clothing retailers and to nonaffiliated automobile dealers.
These nonaffiliated third parties are not financial institutions with which I
have a joint agreement. I realize that I must allow my customers to opt out .
of all these disclosures. But may I also give them the choice to opt out of
disclosures to certain kinds of nonaffiliated third parties ,without having to
opt out of disclosures to all kinds of third parties?

A.
Yes. You must allow your customers to opt out of all these
disclosures. Additionally, you may allow your customers to choose to opt
out of disclosures to some kinds of nonaffiliated third parties instead of
simply all of those parties. For example, you may allow your customers to
opt out of disclosures to clothing retailers and allow a separate opportunity
for the same customers to opt out of disclosures to automobile dealers.
F.7. Q.
We deliver opt out notices by mail and allow our new
customers 30 days to opt out before we,begin sharing their infonnation with
nonaffiliated third parties. Section 216.7(e) provides that a financial
institution must comply with a consumer's opt out direction as soon as
reasonably practicable after the financial institution receives it. It may take
our bank up to five weeks to process an opt out direction. Ifwemail a new
customer a privacy and opt out notice on September 1 and vve receive the
customer's opt out direction on September 15, may we share that
individual's nonpublic personal information between September 15 and
October 22 - the date by which we can process the opt out?

A.
No. Because your question concerns a new customer rather
than an existing one, the standard in § 216.10(a)(I) rather than that in
§ 216.7(e) applies. Section 216.10(a)(I) of the Privacy Rule provides that a
financial institution may not share a consumer's nonpublic personal
infonnation unless the institution has given the consumer an initial privacy
notice, an opt out notice, and a reasonable opportunity to opt out, and the
consumer has not opted out. If your customer opts out at any point within
the 30-day period in your example, then you would not be able to disclose
that individual's infonnation to nonaffiliated third parties unless the
custom~r.subsequentlyrevoked the optout direction. § 216.7(g)(1).
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Section 216.7(e) applies only where the financial institution is
already lawfully disclosing nonpublic personal information of existing
customers or consumers to nonaffiliated third parties. Because the Privacy
Rule permits consumers to opt out at any time, § 216.7(e) provides an
institution with a reasonable period of time to process an existing
consumer's opt out election before the institution must cease disclosing the
consumer's infonnation. The institution must process the opt out election as
soon as reasonably practicable. For example, following the 30-day period
that you provide initially for your customers to opt out, ypu may disclose the
nonpublic personal infonnation of those individuals who have not exercised
their right to opt out. However, you must honor any subsequent opt out
election by any of those customers· "as soon as reasonably practicable."

G.

Complying with the limitations on redisclosure and reuse of
nonpublic personal information
I. Nonpublic personal infonnation disclosed under an exception

I am a consumer lender, but a nonaffiliated third party ("Servicer")
services my loans. I disclose nonpublic personal infonnation to the Servicer
under an exception for that purpose. I have the following questions.
G.I. Q.
I disclose nonpublic personal information about my customers
to the Servicer so the Servicer can process transactions that the customers
have requested. May the Servicerdisclose the infonnation it collects from
me about my customers to a retail merchant that is not affiliated with me?

A.
Generally, no. When the Servicerreceives nonpublic personal
infonnation about your customers under an exception to the notice and opt
out provisions, such as in connection with servicing your loans, the
Servicer's use and disclosure of that, information is limited. The Servicer
must not disclose any nonpublic personal ,information to a retail merchant
not affiliated with you unless the Servicer may do so under an applicable
exception in §§ 216.14 or 216.1~.. for e"ample, the Servicer may not
provide information about your custpplers to the retail merchant for
marketing purposes.
G.2. Q.
May the Servicer disclose the nonpublic personal information
to my a~filiate?
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A.
Yes. The Privacy Rule. explicitly provides that the Servicer
may disclose the information to your affiliate. § 216.11 (c)( I).
G.3. Q.
affiliate?

May the Servicer disclose the information to· the Servicer's

A.
Yes, but the Servicer's affiliate may disclose and use the
information only as the Servicer could disclose and use it. § 216.11(c)(2).
The Servicer's affiliate therefore may use the informatiqn to service your
loans. The affiliate also may disclose the information under an applicable
exception in §§ 216.14 or 216.15 in the ordinary course of business to cany
out the activity covered by the exception under which the Servicer received
the information.
II. Nonpublic personal information disclosed outside of an exception
I am a consumer lender and am affiliated with a property insurer. In
my privacy notices I inform consumers'·that I disclose nonpublic personal
information to my affiliated insurance co~pany. My privacy notice also
states that, if a consumer does not opt out, I may disclose nonpublic personal
information about the consumer to nonfinancial companies, such as retailers.
Among the nonaffiliated third parties to whom I disclose information
are an automobile dealer and a residential plumbing·company. The
plumbing compa..Tl)' is affiliated \vith a company that sells air conditioning
products and services.
I have the following questions about disclosing information about
consumers who do not opt out.
G.4. Q.
I disclose information about my customers who do not opt out
to a residential plumbing company. Can the plumbing company use the
information for marketing purposes?

A.
Yes. This is permissible because you disclosed nonpublic
personal infonnation to the plumbing company in accordance with the notice
and opt out provisions of the GLB Act. § 502(a)-(b) of the Act, codified at
15 U.S.C. § 6802(a)-(b). In other words, you disclosed information about a
consu~er consistent with your privacy notice: and the consumer's choice not
to opt out.
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As illustrated in the following questions and answers, when ·the
plumbing company receives from you nonpublic personal infonnation about
a consumer who has not elected to opt Qut, the company is free to use the
infonnation for marketing or other purposes. However, the plumbing
company may disclose the nonpublic personal information it receives from
you only if such a disclosure is consistent with the restrictions on disclosure
of the information described in your privacy policy. § 216.11 (d). The
plumbing company therefore is required to honor any supsequent opt out
elections made by consumers pursuant to your privacy policy and
accordingly must have a mechanism through which it can mOTlitor and
implement subsequent opt out elections you receive.

One of my affiliates sells it;lSurance. May the plumbing
G.5. Q.
company, who received my customers' information outside an exception,
disclose that information to my affiliated insurer?

A.

Yes. The Privacy Rule explicitly provides that the plumbing

company may disclose the information to your affiliate.§ 216.11 (d)( 1).
I disclosed informatioll to the plumbing company ou~ide an
exception. The plumbing company is affiliated with an air conditioning
company. The air conditioning company is not affiliated with me. May the
plumbing company disclose my consumers' nonpublic personal information
to that air conditioning company?

G.6. Q.

A.
Yes. The Privacy Rule pennits a party that receives nonpublic
personal infonnation outside of an exception to disclose that infonnation to
its affiliates. In this case, therefore, the plumbing company may disclose the
information to its affiliated air conditioning company. However, the
affiliated air conditioning company may, in tum, disclose the infonnation.
only to the extent that the plumbiIlg company-may, consistent with your
privacy notice. § 216.11 (d)(2).
G.7. Q.
I disclosed information to the plumbing company outside an
exception. May the plumbing company disclose my consunlers' nonpublic
personal infonnation to a nonaffiliated automobile parts retailer?
A...- Yes. The Privacy Rule penni_ts a party that receives nonpublic
personal' infonnation outside of an exception to disclose that information to
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another nonaffiliated third party, provided that it would be lawful for the
original financial institution to make that disclosure directly to that party.
Under your privacy notice, it would be lawful for you to disclose nonpublic
personal information about those consumers who chose not to opt out to the
automobile parts retailer. § 216.11 (d)(3). However, the plumbing company
could not disclose nonpublic personal information obtained from you to
other nonaffiliated retailers if your privacy policy would not permit such
disclosures.

H.

Complying with the limitation on disclosing account numbers

H.l. Q.
I am a depository institution. I transform my customers'
account numbers into encrypted forms that can be used solely to identify
those customers. I enter into an arrangement with a third party
telemarketing firm whereby I disclose my customers' names, telephone
numbers, and encrypted identifying numbers. The third party telemarketing
firm uses that information to market products (other than products I offer) to
those customers. For those customers who agree to purchase the products,
the third party telemarketing firm submits their encrypted identifying
numbers to me, and I decrypt them into account numbers. At the end of this
process, am I permitted to disclose the customers' actual account I)umbers to
the third party telemarketing firm so that the telemarketing firm can initiate
the charges to the customers' accouIltS?
. A.
No. Section 216.12 generally prohibits you from disclosing
credit card, deposit, or other transaction account numbers "for use in
telemarketing, direct mail marketing, or- other marketing through electronic
mail to the consumer." Accordingly, yournust not provide your customers'
account numbers to the third party tele~ketingfirm "for use in
telemarketing."
The primary reason a-.marketer seeks access to a customer's
account number is to allow the marke~er to initiate a charge to the
customer's account as part of the transaction. Section 216.12 prohibits you
from disclosing customer transaction account numbers to the third party
telemarketing firm to initiate a charge to a customer's account even after a
customer accepts the product. Moreover, the ,general exceptions for notice
and opt out under §§ 216.14 and 216. 15"jncluding the exception for
disclosi~g information with the consent or at the direction of the consumer,
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do not apply to disclosures of account numbers for use in marketing that are
prohibited by § 216.12.
Section 216.12 provides only three exceptions. A financial
institution may disclose its customers' account numbers to: (i) a consumer
reporting agency; (ii) its agent to market the institution's own products or
services, provided that the agent is not authorized to directly initiate charges
to the account; or (iii) another participant in a private label credit card or an
affinity or similar program involving the institution. Bec#ause none of these
exceptions applies in your case, you must not provide your customers'
account numbers to a third party telemarketing firm so that it can initiate the
charges to the customers' accounts.

H.2. Q.
I would like to enter into an arrangement with a nonaffiliated
insurance agency that markets its products to my customers through direct
mail solicitations. The proposed arrangement contemplates that I would
disclose a customer's account number to the insurance agency's affiliate.
The affiliate then would use the account number to debit the purchase price
from my customer's account in respons~.to these solicitations. The
affiliate's only role in the arrangement would be initiating the charges. Does
the Privacy Rule allow me to disclose a customer's account number to the
insurance agency's affiliate under tttese circumstances?
A.
No. The Privacy Rule prohibits you from disclosing your customers'
aCCOllnt numbers to an)' nonaffiliated third party for use in marketing.
§ 216.12(a). Although the affiliate in your hypothetical does not distribute
marketing materials but only initiates charges, its conduct of that activity is
an integral part of your marketing arrangement with the insurance company.
The disclosure of a customer's account number to the insurance company's
affiliate under these circumstances ther~fore would be a disclosure for -use in
marketing that violates the Privacy Rule.

I.

Disclosing nonpublic personal information under the exceptions
to the notice and opt out provisions

1.1.

Q.
I offer consumer checking accounts. I notify my customers
that, among other things, I make disclosures as permitted by law. Merchants
sometimes call me and ask whether a parti9ular consumer's checking
account h~s sufficient funds to cover a ch~ck to the merchant. How does the
Privacy Rule apply to my response to the merchant's question?
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A.
The Privacy Rule allows you to disclose nonpublic personal
information about your consumers without providing them a reasonable
opportunity to opt out under certain circumstances. These exceptions to the
opt out requirement are described at§§ 216.13 - 216.15 of the Privacy Rul~.
For example, you do not need to allow your customer to opt out of a
disclosure made in connection with processing or clearing checks
(§ 216.14(b)(2)(vi)(A) or for the purposes of preventing actual or potential
fraud, unauthorized transactions, claims, or other liability
(§ 216.15(a)(2)(ii)). Therefore, if you have'notified your customer that you
make disclosures as permitted by law, you may disclose whether your
customer's checking account has sufficient funds to cover a check,
regardless of whether or not the custotner has exercised his or her opt out
rights.

Be aware of the possibility that the caller may be attempting to
obtain information about your customer through false or fraudulent
statements to you. Toward this end, you must ensure that you respond to the
caller in accordance with the contrQls you have implemented as part of your
information security program, as required by the applicable provisions of the
banking agencies' Interagency Guidelines Establishing Standards for
Safeguarding Customer Infonnation (the "securinr guidelines"). See
66 Fed. Reg. 8616 (February 1, 2001).
While vIe may confirm pJ.ndsavailability to a mercha.TJ.t v/here
our customer seeks to pay for merchandise with a check under the
exceptions in §§ 216.14 and 216.15, may we confirm funds availability to an
individual who is not a merchant for the same purpose? For instance, if our
customer wants to use a check to :purchase a used car from an individual
seller, may we respond to the sel1er,~s request about the availability of funds
in the customer's account under these exceptions?
1.2.

Q.

A.
Whether or not someone is a '~merchant" is not material to
determining if you may disclose customer infonnation pursuant to the
exceptions in §§ 216.14 and 216.15. You should determine whether the
third party to whom you intend to disclose information actually is involved
in carrying out a financial transaction that is requested or authorized by your
customer. Check verification is permitt~dunderthe exceptions to the notice
and opt out provisions, such as iIi connection with processing or clearing a
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check under § 216.1-4(b)(2)(vi)(A), and under § 216.15(a)(2)(ii) to protect
against or prevent actual or potential fraud or unauthorized transactions.
As,discussed in the answer above, if you make such a
disclosure you should take appropriate measures to ensure that the individual
inquiring has a legitimate need for the infonnation and is not engaging in an
attempt to obtain customer infonnation fraudulently.. Concerns about
properly safeguarding customer infonnation are heightened in a situation in
which you disclose nonpublic personal infonnation to an,individual rather
than to a known merchant.
1.3. Q.
I offer consumer checking accounts. I notify my customers
that, among other things, I make disclosures as pennitted by law. My
checking account customers deposit checks made payable to my customer
but 'drawn on a financial institution unaffiliated with me. My practice is to
write my customer's account number on the back of the deposited check to
facilitate its processing. The check itself then goes to the maker's financial
institution, with my customer's account number on the check. Is this a
disclosure of nonpublic personal infonnation that would be subject to opt out
requirements or the prohibition against sharing account numbers?
A.
No. The opt out provisions do not apply to disclosures in
connection with servicing or processing. a financial product or service that a
consumer requests or authorizes. Nor do they apply to disclosures that are
reqllired or are a uSllal, appropriate, or acceptable met.ltod in connection
with settling, processing, clearing, transferring, reconciling or collecting
amounts charged, debited or otherwise paid. §§216.14(a),
216.14(b)(2)(vi)(A). Also, because ~heaccountnumber is added to the
check solely for use in processing the check and is not used in connection
with marketing by a third party, this disclos~re is· not prohibited by the ban
on disclosing account numbers for marketing purposes. § 216.12.
j

1.4. Q.
I made a loan to a consumer who defaulted. In trying to collect
the bad loan, I wish to learn information ,to locate the defaulting borrower. I
believe that a financial institution uI1~ffili~ted with me may have some
helpful information about the borrower. If I were to ask that institution for
infonnation, I would disclose nOQPtJ.plic,personal information, such as the
fact that I have a loan to a particular ~onsJJmer. I previously notified my
borrowe~ that, among other thing~,Imakedisclosuresas permitted by law.
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Must I allow my borrower to op~ out of my question to the financial
institution?
A.
No. You may disclose nonpublic personal information to the
financial institution without complying with the opt out provisions as
necessary to enforce a consumer loan where the disclosure is required or is
one of the lawful or appropriate methods to enforce your rights.
§ 216.14(b)( 1).
1.5. Q.
A financial institution that is not affiliated with me made a loan
to a consumer who defaulted. In tryingto collect the bad loan, the lender
wishes to learn information to locate the defaulting borrower. The lender
believes that I may have some helpful information about the borrower and
asks me to disclose nonpublic personal information. I notify my consumers
that, among other things, I make disclosures as permitted by la\\7. May I
disclose nonpublic personal information to help the lender try to collect a
bad loan without providing opt out notices?

A.

Where you have notified your consumer that you make
disclosures as permitted by law, yoti may make disclosures to "persons
holding a legal or beneficial interest relating to the consumer," or under the
appropriate circumstances, "to protect against or prevent actual or potential
fraud, unauthorized transactions, claims, or other liability," without
providing opt out notices and a reasonable .opportunity for a consumer to opt
out. §§ 216. 15(a)(2)(iv), 216. 15(a)(2)(ii). Thus, disclosures to the lender
may be permissible without complying with the opt out provisions.
As stated above, you must be aware of the possibility that the
party requesting the information may be attempting to obtain that
information about your customer through false or fraudulent statements to
you.

1.6.

Q.

I make consumer loans.. I notify my customers that, among

other things, I make disclosuresaspennitted by law. A state law requires
me to disclose to the state the names"aqdresses, social security numbers, and
account balances of individuals the state believes have failed to make
required child support payments. Does the Privacy Rule require me to allo\v
my customers to opt out of disclosures to the state under this state law?
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A.
No. The Privacy Rule-exempts from the opt out provisions any
disclosures you make "[t]o comply with Federal, State, or local laws, rules
and other applicable legal requirements." § 216.15(a)(7)(i).

1.7.

Must I provide a privacy notice to consumers who are not my
customers when I have to report information about denied mortgage
applicants under the Home Mortgage Disclosure Act ("HMDA")?

Q.

A.
No. If the infonnation that HMDA requires _you to disclose is
not personally identifiable, the Privacy Rule would not apply to your
disclosure of that information. Alternatively, if you disclose nonpublic
personal information to comply with the-law, you may disclose the
information under § 216.15(a)(7)(i) without providing a privacy notice to
consumers who are not your customers.
We often receive phone calls from auto dealers or other
1.8. Q.
financial institutions requesting loan pay-off amounts on our customers.
May we respond to these requests without providing those customers with a
reasonable opportunity to opt out of that kind of disclosure?

A.
Yes, if the disclosure is in connection with servicing or
processing a financial product or service from the third party that the
customer has requested or authorized~~ In your case, for example, you may
disclose loan pay-off'infonnation toa third party lender where your
customer seeks to refinance the bank loan' with the other lender.
'
Alternatively, you may disclose nonpublic personal information that is
required, or is a usual, appropriate or acceptable method to carry out the
transaction that the customer has requested or authorized. § 216.14(a). This
would be the case, for example, if the car dealer accepts your customer's car
as partial consideration -for the purchase of another vehicle and wants to
know the outstanding amount on the customer's car loan with you.
As discussed in respoI)se to several of the questions above, you
should be aware of the possibility that. the caller may be attempting to obtain
information about your customer through false or fraudulent statements to
you. Toward this end, you must ensure that you respond to the caller in
accordance with the controls you· have imple-mented as part of your
information security program.
'
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1.9. Q.
During the ordinary course of business, I may request proof of
insurance from a nonaffiliated insurance agency on an automobile that
serves as our collateral on a customer's loan. May I disclose customer
information to the insurance agency in order to obtain this information
without triggering specific notice and opt out requirements?

A.
Yes, you may disclose nonpublic personal information, such as
the existence of your relationship with a particular customer, to a
nonaffiliated insurance agency in order to obtain proofof insurance under
the exceptions to the specific notice and opt out requirem~ntsin § 216.14.
For example, you could disclose nonpublic personal information under the
exception in § 216.14(b)( 1) as a lawful or appropriate method to enforce
your rights in providing the loan.
1.10. Q.
I make wire transfers for consumers who are not otherwise my
customers. Do I have to provide an initial privacy notice to these consumers
when I only make a wire transfer for them?
A.
No. Processing a wire transfer for a consumer on a one-time
basis would not create a customer relationship, even if the consumer
repeatedly requests that one-ti~e service. Accordingly, you do not qwe the
consumer an initial notice on that basis. Furthennore, this disclosure would
fall under the exception for processing a transaction that a consumer has
requested or authorized. § 216.14(a)(I). Consequently, you would not be
required to provide any privacy notices llDless you also dist:losed nonpub!ic
personal information about the consumer to~nonaffiliatedthird parties
outside of an exception under § 216.14 or§ 216.15. See § 216.4(a)(2).
1.11. Q.
I use a nonaffiliated third party to service consumer loans, and
in this arrangement I disclose to the servicer nonpublic personal information
about my borrowers. This arrangement seems to qualify for an exception
from both the notice and opt out requirements, under § 216.14(a)(I). At the
same time, this arrangement seems to qualify for an exception from opt out
requirements-but not from notice requirements-under § 216.13(a)(I).
The latter exception requires me to provide notice to consumers. of the
disclosures, and requires language in our contract that restricts the servicer's
further disclosure and use of the nonpublic personal information. When a
servicing arrangement qualifies for two differing exceptions, which applies?
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· A.
When a disclosure qualifies for both the § 216.13 exception and
a § 216. 14 or § 216.15 exception, you do not need to comply with the notice
and confidentiality provisions under §216.13. Instead, you may make that
disclosure solely in accordance with an exception under §216.14 or
§ 216..15.
1.12. Q.
A community bank has an agreement with a mortgage company
to prequalify mortgage loan applicants prior to referring theDl to the
mortgage company for underwriting. As part of this agre~ment, the
community bank, among other things, (1) educates applicants about home
buying and about different types of loan products available; (2) collects
financial infonnation and related documents; (3) assists the applicant in
understanding and resolving credit problems; and (4) maintains regular
contact with the applicant during the loan process to apprise the applicant of
the status of the application.
The community bank forwards the completed loan application
to the mortgage company for underwriting, origination and servicing. After
the loan is approved, the community bank has no further contact with the
applicant with respect to the applicant's loan.
Does the bank have to provide an initial privacy notice to the
applicant? If so, does the bank have tq disclose this infonnation sharing
arrangement in its privacy notice, .or is it ~overed by an exception in
§ 216.14 or §·216.15?
A.
If the bank does not already have a customer relationship with
the loan applicant, the services that the bank perfonns pursuant to this
program appear to give rise to a customer relationship between the applicant
and the bank as described in § 216.3{i)(2)(i)(F), at least until the applicant
has completed the loan process. As a result, the bank would have to provide
an initial privacy notice. Whether the bank must disclose the infonnation
sharing arrangement with the mortgage company in its privacy notice
depends on whether the disclosure is permitted under one of the exceptions
in §§ 216.13, 216.14, or 216.15.
If the bank and the mortgage company have an agreement to
jointly offer, endorse, or sponsor the mortgage company's loan product as
described...in § 216.13 and otherwise comply with the confidentiality
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requirements of this section, the bank would have to describe this
arrangement in its privacy notice in accordance with § 216.6(a)(5).
Where the bank discloses to the applicant that the mortgage
loan will be made by the mortgage company and not t~e bank, the bank's
disclosure of the applicant's nonpublic personal infonnation to the mortgage
company would fall within the exception in § 216.14(a)(1), to service or
process a financial product the consumer has requested. The bank would not
have to specifically describe this infonnation sharing arr9Dgement in its
privacy notice as long as the notice states that the bank makes disclosures to
nonaffiliated third parties as "permitted by law." § 216.6(b).
Finally, the bank could obtain the applicant's specific consent
to disclose the applicant's nonpublic personal information to the Dlortgage
company so the applicant may obtain the loan. In that event, the disclosure
would fall within the exception in § 216.15(a)(1). The bank's privacy notice
may refer to this disclosure, as "permitted bylaw." § 216.6(b).
Where the disclosure of infonnation may be made pursuant to
an exception under both § 216.13 and· either § 216.14 or § 216.15, the bank
may rely on the latter exceptions, and therefore would not have to . .
specifically describe in its privacy notice its disclosure arrangements under
§ 216.6(a)(5).
The mortgage compa.'1y also ~i!l establish a custoraer
relationship with any applicant for whom it originates a loan, and will have
to provide a notice of its privacy policies not later than when it establishes
the customer relationship.

J.

Complying with the exception to the opt out provisions for joint
marketing arrangements

J.1. Q.
I disclose my consumer borrowers' names and addresses to a
nonaffiliated insurance company. The insurance company sends the
borrowers a letter, on my letterhead, offering insurance. I do not sell
insurance. Does this arrangement qualify for the §216.13 joint marketing
agreement exception? Must the products described in the marketing
materials be our products?
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A.
The exception to the opt out requirement in§ 216.13 applies to
disclosures you make to nonaffiliated third parties pursuant to a joint written
agreement between you and one or more financial institutions under which
you and the other financial institution(s) jointly offer, endorse, or sponsor a
financial product or service. You may disclose your consumer borrowers'
names and addresses to the insurance company under § 216.13 because
(i) the insurance company is a financial institution, (ii) insurance is a
financial product or service, and (iii) you and the insurance company market
the insurance together. The financial product you offer, sponsor or endorse
under a joint agreement with another financial institution l1eed not be your
product.
You and the insurance company must have a written agreement
that restricts the insurance company from disclosing or using the borrowers'
nonpublic personal infonnation for any purpose other than selling insurance
to the borrowers. Furthennore, you must describe this type of arrangement
in your privacy notice in accordance,with § 216.6(a)(5).

J.2. Q.
I disclose my consumer borrowers' names and addresses to a
nonaffiliated retail merchant that sells household goods, hardware, and
clothing. The retail merchant wants to send notices, on my letterh~a~,
offering household products. Would this arrangement qualify for the
§ 216.13 joint marketing agreement exception?
A.
No. To qualify for the § 216.1.3 exception, ajoint marketing
arrangement must be an agreement 1?etween financial institutions for
offering, endorsing, or sponsoring financial products or services.

I

1

II .

J.3. Q.
Each month I mail account st~tements to my customers. May I
include marketing materials for a th~rdparty vendor's products in my
mailings to my customers? I do not have a joint marketing agreement under
§ 216.13 with the vendor.

I

1

I
j

;~

'j

i

.
,

A.
Yes. However, you must be careful not to facilitate your
customer's unwitting disclosure of his or her nonpublic personal information
to the vendor by virtue of a response to the marketing materials. For
example, the vendor may have printe~ a reference code on its marketing
materials that indicates that the offer for that product was sent to your
customer.s who share certain financial characteristics. From this code, the
vendor would be able to detennine. that the individual who responds to the

I
j
!
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marketing materials that you deliver~d is ,your customer or holds certain
kinds of assets. In that case, you would have disclosed nonpublic personal
infonnation about the customer to the vendor.

To comply with the Privacy Rule under these circumstances,
you must either describe these types of marketing arrangements in your
initial~ annual, or revised privacy notice and provide your customer with a
reasonable opportunity to opt out or obtain your customer's specific consent
to such arrangements. Altel11atively, you may structure the marketing
materials so your customer knows that by responding he or she would be
disclosing certain categories of nonpublic personal infonnation about
himself or herself:
J.4. Q.
I.am a bank. I have a financial advisory center on my premises
that is operated by people employed both by me and by an insurance
company. The shared employees do D9t sell bank products. They sell
insurance products and services offered by the insurance company pursuant
to a third-party arrangement. We provide the employees with information
about our customers so that they may solicit our customers on behalf of the
insurance company. Do we have to provide our customers with an
opportunity to opt out of these disclosures?
A.
You must provide a reasonable opportunity for your customers
to opt out of any disclosure of their nonpublic personal infonnation to a
nonaffiliated third part"J unless one of the exceptions applies. Although a
dual employee himself or herself is not a "nonaffiliated third party,"
providing customer infonnation to adu,al employee for purposes of
marketing the insurance company's products and services to your customers
is deemed to be providIng the information directly to the insurance
company. Because the insurance company is a no.naffiliated third party,
you must provide your customers a reasonable opportunity to opt out of
disclosure of their nonpublic personal infonnation prior to disclosing such
infonnation to the dual employees unless the disclosure is covered by an
exception.
The exception at § 216.13 specifically petnlits you to disclose
nonpublic personal information about your customer to the nonaffiliated
insurance company without providing the customer an opportunity to opt out
if three ~equirements are met:
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The insurance company must market financial products or services
offered under a joint agreement betWeen you and the insurance
company. The joint agreement must be a written agreement under
which you and the insu~ce company 'jointly offer, endorse, or
sponsor" a financial product or service. Simply agreeing to share
customer information with the insurance company would not satisfy
this contractual requirement. Rather, your agreement with the
insurance company must provide for the joint offering, endorsement,
or sponsorship of the financial product or service. For example, a
third-party agreement that provides the insurance company will use
your name in its marketing materials or offer insurance products and
services on your premises would demonstrate that you are jointly
offering, endorsing, or spo~soring the products or services with the
Insurance company;
• You must have provided your customers with an initial privacy
notice, including a separate statement describing your joint
marketing that satisfies § 216.6(a)(5); and
• You must have a written contract that restricts the insurance
company from disclosing or using your customer's nonpublic
personal infonnation for any purpose other than to offer insurance
products and services to·those customers.
In addition to the foregoing requirements, the prohibition against
disclosing a consumer's account number for use in telemarketing, direct mail
marketing~ or other marketing through electronic mail, as set forth in
§ 216.12, applies to your arrangement with the insurance company.
1.5. Q.
Must I have a confidentiality .and security clause in all my
contracts with service providers who have access to customer infonnation?

A.

Both the privacy regulations. and the banking agencies' security
guidelines require financial institutions to enter into contracts with service
providers that address customer infonnation in particular circumstances.
The requirements differ, however, and.thQ:s~ differences are as follows:
Under § 216.13 of the Privacy Rule, you may share nonpublic
personal infonnation with a servicer, without providing a consumer \\lith the
right to opt out of this disclosure, if you have a contract \vith the servicer

that limits the servicer's ability to further use or disclose this information.
The Privacy Rule does not require you to ~have such a contract clause in
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place prior to disclosing information to any seivicer ~ only those servicing
arrangements that fall within § 216.13. If the servicing arrangement is
within the scope of the ex·c-eptions in §§ 216.14 and 216.15, you may
disclose infonnation to the servicer without a contract that limits the
servicer's ability to use or disclose nonpublic personal information. In those
instances, the servicer will be subject to the limits on reuse and redisclosure

under § 216.11".
Under III.D.2 of the security guidelines, yO,:! must provide by
contract with each of your service providers that has access to customer
information that it undertakes security measures that will protect your
customer information. The supplementary materials to the guidelines
explain that a service provider must implem~nt controls that satisfy the
objectives of the guidelines, yet need not have a security program that is
identical to the program that financial institutions themselves must
implement under the guidelines.
.
There is a different transition rule for each of these contract
clauses. Section 216.18 of the Privacy Rule states that a contract entered
into on or before July 1, 2000, must ~ebrought into compliance with the
provisions of § 216.13 by July 1, 2002. Co~tracts entered i~to aft~r July 1,
2000, should have been brought into compliance by July 1, 200 I. The
security guidelines provide that a contract entered into on or before March 5,
2001, between a bank and service 'provi der must be brought into compliance
with the security guidelines by July I, 2003. Contracts entered into after
March 5, 2001, should have been brought into compliance by July 1, 2001.
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SECTIOND

Individual Development Accounts (IDAs)
I.

What is an IDA? (see Exhibit A-CFED Overview ofIDAs)
A.

Savings Tools for Low-Income Individuals
1.

Special savings accounts that use matching funds as
the incentive to save and also require participants to
complete financial literacy training.

2.

Two-fold goal: (1) teach participants to save and (2)
help them to acquire financial assets.
a)

II.

Approved assets typically include financing a
home, a business, or post-secondary education.

IDA Program Design
A.

B.

Three-Year Savings Plan (typical design)
1.

Participant agrees to deposit a set amount each month
in their savings account (e.g., $25).

2.

Monthly savings deposits must come from earned
income.

2.

Withdrawals from participants' own funds are
allowed for emergency situations.

Financial Literacy Trai~ing
1.

C.

Participant agrees to complete a financial literacy
curriculum in order for match dollars to be vested.

Match Rate
1.

1:1, 2:1, or 3:1 are most common match rates.
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2.

D.

Disbursements
1.

III.

Directly to the mortgage lender, business capital
account at a FDIC-insured financial institution, or
college/university.

IDA Program Partners
A.

Non-Profit Organization(~) and Financial Institution
1.

Non-profit organization(s) select participants and
provide financial literacy training, including case
management.

2.

Financial institution provides individual IDA savings
accounts and m~tch-funds holding account.

3.
IV.

Match rates are capped annually and for life of the
IDA program.

a)

Participants typically open deposit-only trustee
accounts.

b)

Minimum opening balance requirements and
certain maintenance fees are typically waived.

c)

Financial institution officers
financial literacy training.

assist

with

Financial Institutions in the IDA Marketplace Study
(see Exhibit B-CFED Initiative)

IDA Program Funding Sources
A.

Match Funds (Federal and Non-Federal Sources)
1.

Assets for Independence Act of 1998.
a)

Autb.orized $125 million over five years through
competitive grants to non-profit IDA programs.
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b)

2.

State funding sources.
a)

3.

Direct appropriation, tax credits, and welfare
reform (TANF plans). (see Exhibit C-IDA
Policy in the States Tables)

Charitable contributions.
a)

v.

Department of Health and Human Services
administers annual app'ropriations ($25 million
maximum)

Section 170 of the Internal Revenue Code
provides for tax-deductible contributions to
501(c)(3) organizations.

CRA Compliance Benefits (see Exhibit D--Interagency Questions
and Answers Regarding Community Reinvestment (S .24(d)-2»
A.

Investment Test
1.

B.

C.

CRA credit for providing match or operational funds
to IDA programs.

Service Test
1.

CRA credit for opening IDA savings accounts with
waived minimums and fees.

2.

CRA credit for providing special reports to non-profit
partner for tracking savings activity and calculating
mak~
.

Lending Test
1.

Making home, purchase or business start up loans to
IDA program graduates
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VI.

Tax Treatment of IDAs (see Exhibit E-CFED Advisory)
A.

IRS Revenue Ruling 99-44
1.

2.

IDA Programs using AFIA grants
a)

Interest on funds deposited by IDA participants
is taxable in the year it is earned.

b)

Match money is a gift at the time it is paid out
and taxable income.

Non-AFIA IDA programs
a)

Revenue Ruling 99-44 is not binding

b)

CFED believes tax treatment will be the same.

VII. IDAs Nationwide
A.

B.

IDA Program Statistics
1.

American Dream Demonstration-A 2000-account
IDA demonstration sponsored by CFED.

2.

Assets for Independence Act (1998)-40,000 IDA
participants by 2003.

3.

28 states included IDAs in TANF plans; 27 states
passed some form of IDA legislation (see Exhibit C).

Federal Legislative and Program Initiatives
1.

Assets for Independence Act of 1998.

2.

Office of Refugee Resettlement (Health and Human
Services).
a)

$5 million in 1999--another $3 million in 2000.
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3.

4.

b)

Targets low-income refugees.

c)

Match funds may be used for homeownership,
business
capitalization,
post-secondary
education and training, a computer, or a car.

Savings for Working Families Act ("SWFA") of 2000
(S.2023). (see Exhibit F-CFED Overview and
Lieberman Press Release)
a)

Financial institutions eligible for two credits:
90% federal tax credit for all matching funds;
50 % federal tax credit for funding financial
literacy, monitoring, and administrative costs.

b)

Any taxpayer (corporate or individual) eligible
for 50 % tax credit for direct investments in
qualified organizations administering IDA
programs.

c)

Status: pending legislation.

Charity Aid, Recovery and Empowerment ("CARE")
Act of 2002. (see Exhibit G-Lieberman Press
Release)
a)

Title II incorporates the tax credit provisions of
SWFA.

b)

Status: pending legislation.

VIII. IDAs in Kentucky
A.

IDA Program Statistics
1.

Five active IDA programs
a)

Pathways To Prosperity IDA, Owsley County
ActionTeam, Booneville, KY (American Dream
Demonstration).

D- 5
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B.

IX.

b)

Kentucky River Foothills IDA, Richmond, KY
(AFIA grant).

c)

Refugee IDA, Jewish Vocational Services,
Louisville, KY (ORR grant).

d)

Community Ventures IDA, Community
Ventures Corporation, Lexington, KY (AFIA
grant).

e)

Commonwealth IDA, Center for Women and
Families, Louisville, KY (AFIA grant and
private donations).

KY Legislative Initiative (see Exhibit H-Kentucky
Legislature House Bill 454)
1.

Commonwealth IDA (statewide program).

2.

Administered by Kentucky Housing Corporation.

3.

Proposes state income tax credit for contributions to
approved IDA programs.
a)

25% tax credit per year (limited to the lesser of
$10,000 or the amount of individual or
corporate income tax due).

b)

Total amount of credits limited to $1 million
annually.

IDA Websites
A.

www.cfed.org (Center for Enterprise Development (CFED))

B.

www.idanetwork.org (sponsored by CFED)

C.

www.idanetwork.org/fi (sponsored by CFED)
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EXHffiITA

(II!)

Individual Development Accounts (IDAs)

Corporation

For Enterprise
Development

What are IDAs?
•
•
•

IDAs are matched savings accounts that reward the monthly savings of working-poor families who are saving
toward a high-return asset such as a first home, post-secondary education, or a small business.
The savings incentive is provided through matching funds from private and public sources.
All IDA accountholders undergo training in financial management and in their chosen asset.

Why Assets?
•
•
•
•
•

Assets provide benefits that income alone cannot provide, such as a financial cushion and a psychological
orientation toward the future and toward ones children.
One-half of all American households have less than $1,000 in net financial assets.
One-third of all American households (and 60% of African-American households) have zero or negative net
financial assets.
Forty percent of all ~hite children, and 73% of all African-American children, grow up in households with zero
or negative net financial assets.
Between 13 and 20% of Americans are unb~..nked.

Why invest in IDAs?
•
•
•
•

IDAs address wealth gap and bring people ,\Tho are willing to work and save into the financial r
IDA programs cannot meet the demand or need for IDAs: about 70 million Americans are ass
IDAs are a good investment for the U.S., yielding approximately $5 for every $1 invested.
The Savings for Working Families Act (SWFA), sponsored by Senators Lieberman (D-CT)
PA) and Representatives Pitts (R-PA) and Srenholm (D-lX), would create an IDA tax credit t(
to scale throughout the country. SWFA is 'Title II of S. 1924, the Charity, Aid, Recovery and I
(CARE) Act.

linstream.
.poor.
.1.d Santomm (Rhelp bring IDAs
o.lpowennent

Is Asset-Building a New Idea?
•
•

No-the Homestead Act, GI Bill, IRAs, 40 ._(k)s and the home-mortgage interest deduction ar examples of how
govemnlent has helped millions of Americans acquire assets.
ExpancL.ng IDAs will empower America's 1J·orking-poor individuals to OW'Il, not just owe, and to .~ stakeholders
and players rather than observers in Americ:· 's vibrant economy.

Can poor people save?
•
•
•
•

More than 10,000 Americans are currently ~.~lving in an IDA in at least 400 communities.
All but twO states (WY and ND) have IDA ?rograms or policy.
IDAs ,,:ark: in a 2,378-account multi-state I..:)A demonstration, accountholders saved a total 0 ';838,442 as of
June 30; 2000, which leveraged another $1,(44,508 in matching funds.
In the IDA demonstration, the poorest of the poor saved the most. Those who are low-incom saved 1.2~/o of
their income, whereas those who are very lo'...v-income saved 5.6%.

Who Supports IDAs?
•
•

Bipartisan legislators in both the House and Senate, President Bush and former President Clir: )n
Financial Organizations and Corporations including the Credit Union National Associatior: the Financial

•

Associations such as the National AssociatIon of Home Builders, the r<ational Conference of :ate Legislatures,

•

Nonprofits such as United Way of America, the Empowerment Network, First Nations Deve~·pment Institute

Services Roundtable, America's Community Bankers, Shorebank Corporation and Wal-Mart
Consumer Federation of America and the 1\ ational Congress for Community Economic Devel Jment
and the Institute for Responsible Fatherhoo j
CFED is a national nonprofit otgani~tion that brings together communirypractite, publicpoliry, andprivate m,
to promote asset-building and economic opportunitiesfOr low-income individuals and distressed communities.

~ets

Corporation for Enterprise Development
777 N Capitol Street, NE Suite 800 Washington DC 20002 202.408.9788 (ph) 202.408.9793 (fax)
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EXHIBITB

c

Engaging Financial Institutions in the IDA Marketplace
Corporation

For Entemme
Development

The Corporation for Enterprise Development (CFED), with support from the Ford Foundation, is
working to increase the role of financial institutions in the Individual Development Account (IDA)
marketplace. CFED is implementing a three-pronged strategy to achieve the following goals: ensure that
financial institutions participate in the development of an IDA tax credit; strengthen the desire and capacity
of financial institutions to offer IDAs; and establish a research agenda grounded in and responsive to the
needs of financial institutions serving low-income markets.
IDAs are matched savings accounts for low-income individuals and are typically used for home purchase,
post-secondary education, or starting a business. Since 1996, the IDA field has grown from three to over
350 programs, with more than 10,000 people saving in IDAs. While community organizations have been
central to this development, greater focus on the role of financial institutions in developing IDAs as
mainstream fmancial products is critical for IDAs to become accessible to all low-income Americans.
Financial institutions will benefit from the following resources created through this initiative:
An Advisory Committee of financial institution representatives to ensure that an IDA tax
credit, once enacted, establishes a marketplace for IDAs.

The Savings for Working Families Act - a proposed $1.7 billion dollar IDA tax credit legislation will allow financial institutions to receive a 100% tax credit for providing IDA match contributions, as
well as additional credits for holding and maintaining the account.
CFED will convene an Advisory Committee in June 2002 to inform the development of the IDA tax
credit and to make certain that the credit will be fully utilized.
Training and networking resources for financial institutions offering IDAs.

CFED will conduct an assessment of the financial services industry's involvement in IDAs. Building on
the assessment, CFED will develop a range of resources to support financial institutions in starting or
expanding their provision of IDAs. These resources will include a database of financial institutions that
offer IDAs, best practices documents and a 'how-to' manual, and training materials for financial
institution staff.
Through this work, financial institutions will have expanded resources to increase their understanding
of and capacity to provide IDAs. This work will get underway in June 2002.
Research-based information products responsive to the needs of financial institutions
providing IDAs and related financial services to low-income markets.

CFED will collect, synthesize, and disseminate research about IDAs and financial services for lowincome individuals to inform the development of new financial products. CFED will develop a
research agenda that is demand-driven and reflects the needs of financial institutions in pursuing these
new opportunities.
This effort will yield a "marketplace of information" to support the operational needs of financial
institutions that offer IDAs and other products for low-income people. This will begin in March 2002
and extend through June 2003.
For more information about this initiative, contact Steve Shepelwich or Melissa Koide at 202.408.9788, or
visit the Financial Institutions Forum at www.idanehvork.org/fi.
CFED is a national nonprofit organization that brings together community practice, publicpolicy, andprivate markets
to promote asset-building and economic opportunitiesfor low-income individuals and distressed communities.
Corporation for Enterprise Development
777 N Capitol Street, NE Suite 800 Washington DC 20002 202.408.9788 (ph) 202.408.9793 (fax) www.cfed.org
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*no match

District of Columbia
Florida
Maryland
Puerto Rico

*Arizona
Arkansas
Colorado
Connecticut
Hawaii
minois
Indiana
Iowa
Maine
Michigan
Minnesota
Missouri
New Jersey
North Carolina
Ohio
Oklahoma
Oregon
Pennsylvania
*South Carolina
Tennessee
Texas
Vermont
Virginia
*Wisconsin

*no match
**children's accounts

*Georgia
Kansas
Kentucky
New Mexico
**Oregon
Rhode Island
Utah

Legislation Passed, But
Program Not Developed Or
On Hold

IDA Legislation Passed,
State Supported Program
Developin2

IDA Legislation Passed,
State Supported Program
Operating

Table 1. State IDA Policy and Initiatives

* no match

*Massachusetts
*Oregon

JOBS Programs with
Savings Accounts

*Califomia

Savings Accounts Included
in Welfare Reform Program

Delaware
Rhode Island
Wisconsin

Other Statewide Initiatives

minois
Louisiana
Missouri
Montana
Nevada
North Carolina
South Carolina
Vermont
Washington
West Virginia

State Supported IDA
Programs
(Administrative Rule)

Other State IDA Policy
Initiatives

September 2001
Center For Social Development
Washington University

Georgia
Kansas
New York

Previous IDA Legislation
Failed, But May be ReProposed

Alabama
California
Louisiana
Massachusetts
Nevada
South Carolina

IDA Legislation Pending

IDA Policy in the States

California
Connecticut
Delaware
District of Columbia
Georgia
Idaho
nlinois
Iowa
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Mississippi
Missouri
Montana
New Hampshire
New Jersey
New York
North Carolina
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Virginia
Washington
West Virginia

Coalition Bonding

Other State IDA Policy
Initiatives

North Dakota
Wyoming

No IDA Activity Reported

Indianapolis
New York
Pittsburgh
Seattle

Districts:

Federal Home Loan Bank
Matched Savings Programs:

Other State IDA Policy
Initiatives

~
n

=3

~

~

~

~

#
+

Planned
Implemented
IDAs have been open for one year or more

Vennont

#+

Vennont

#+

>

Tennessee

South Carolina

#+

#

South Carolina

Pennsylvania

#

#+
#+

#+

New Jersey
Ohio
Oklahoma
South Carolina
Tennessee
Texas
Vennont

#+
#+
#
#+
#
#+

Montana

Michigan

>

#

#

Louisiana

Iowa

September 2001
Center For Social Development
Washington University

Pennsylvania

Oregon

Missouri

#

Pennsylvania

#+

North Carolina

#+

>

Maine

#+

Ohio

#+

Missouri

#+

#+

Indiana

#+

Missouri

Indiana

#+

Minnesota

#+

#+

Hawaii

#

Minnesota

#+

Maryland

>

Dlinois

#

Connecticut

>

Iowa

#+

Iowa

#+

Florida

>

Colorado

Arkansas

#

Indiana

#+

Indiana

#+

#+

TANF Funds for Match
and/or Administration

Arkansas

Contributors

IDA Program

State Tax Credits for

#+

Connecticut

#

Connecticut

State General Funds Administration

#

State General Funds Match

#+

#+

#

#

West Virginia

Washington

Virginia

North Carolina

Nevada

Dlinois

Hawaii

Welfare to Work Funds
for Match and/or
Administration
(a) = administrative rule

>

#+

#

TANF Funds for Match
and/or Administration
(Continued)

#+

#+

#+

#+

#+

#

Wisconsin

South Carolina

Arizona

Virginia

Tennessee

Oregon

Oklahoma

Ohio

North Carolina

CDBG Funds for
Match and lor
Administration
(a) = administrative rule

#+

#+

#+

State Administered
Programs That Do Not
Allow for a Match

Table 2. Public Funding Sources in States Implementing or Developing Legislated or Administrative IDA Programs

EXHmITD

AGCY-ISS, FIL-50-00, FDIC-FIL-50-00 Revised, New And Proposed Interagency
Questions And Answers Regarding Community Reinvestment COMMUNITY
REINVESTMENT ACT
§_ .24(d)-2: How do examiners evaluate an institution's activities in connection with
Individual Development Accounts (IDAs)?

A2: Although there is no standard IDA program, IDAs typically are deposit accounts
targeted to low- and moderate-income families that are designed to help them accumulate
savings for education or job-training, down-payment and closing costs on a new home, or
start-up capital for a small business. Once participants have successfully funded an IDA,
their personal IDA savings are matched by a public or private entity. Financial institution
participation in IDA programs comes in a variety of forms, including providing retail
banking services to IDA account holders, providing matching dollars or operating funds
to an IDA program, designing or implementing IDA programs, providing consumer
financial education to IDA account holders or prospective account holders, or other
means. The extent of financial institutions' involvement in IDAs and the products and
services they offer in connection with the accounts will vary. Thus, subject to §_ .23(b),
examiners evaluate the actual services and products provided by an institution in
connection with IDA programs as one or more of the following: community development
services, retail banking services, qualified investments, home mortgage loans, small
business loans, consumer loans, or community development loans.
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EXHIBITE

Individual Development Accounts
Advisory to accountholders on the tax consequences of IDA not funded
through the Assets for Independence Act
February 8, 2000

Introduction. Individual Development Account (IDA) practitioners and participants need
to know the tax treatment of IDAs. Since the Internal Revenue Service issued Revenue Ruling
99-44 (October 14, 1999)ill, the tax treatment of IDAs under the Assets for Independence Act
(Public Law 105-285)Iill. has been clear. The interest on the funds deposited by the IDA
participant is taxable to the participant in the year .it is earned; and the match money is a gift at
the time it is paid out, not taxable income to the participant. Last, donations to a charitable IDA
provider are tax deductible by the donor under section 170 of the Internal Revenue Code, subject
to the limitations of that section. However, Revenue Ruling 99-44, by its terms, only binds the
IRS with respect to IDAs under AFIA.
This memorandum is general advice on the tax treatment of non-AFIA IDAs as
commonly practiced. It expresses the opinion of CFED after consultation with officials of the
IRS and was prepared by Richard Hall at Capital Area Asset Building Corp. It does not express
formally or informally the opinion of the IRS and is not in any way binding on the IRS, as the
Revenue Ruling itself is. If you need specific advice on the details of a particular IDA program,
you should consult a tax professional.
Conclusion. Revenue Ruling 99-44 is broad enough to make it very likely that the tax
consequences of a non-APIA IDA as commonly practiced today will be the same as for an IDA
under APIA. This means that (1) the interest on the funds deposited by the IDA participant is
taxable to the participant in the year it is earned and (2) the match money will be a gift when paid
to purchase the asset at the end of the IDA and will not be taxable income to the IDA participant,
and (3) a donor may deduct under section 170 of the Internal Revenue Code a contribution to a
non-for-profit organization described in section .501(c)(3) of the Internal Revenue Code or
government IDA provider for an IDA project, subject to the limitations of that section.
Discussion. Non-AFIA IDAs are commonly like AFIA IDAs in all regards relevant to the
Revenue Ruling. As under AFIA, the non-AFIA IDA participants are low-income individuals or
families selected on thaJ basis by the IDA provider to help participants become self-sufficient.
As under AFIA, the non-AFIA IDA provider is motivated by detached and disinterested
generosity. The non-AFIA IDA participants also do not have access to the match money during
the saving period. In non-AFIA IDAs the match money is also only available for the purchase of
the approved asset, most commonly first-time home purchase, post-secondary education or
training, or starting a small business, and only if the participant complies with the requirements
of the program. As under AFIA, training in financial literacy and in the purchase and use of the
chosen asset is offered in order to assist the participant to achieve his or her goal of self-

D -15

sufficiency. As under AFIA, at the date of the gift to the IDA provider the possibility that the gift
would be returned to the donor is so remote as to be negligible. In summary, the similarity
between the basic structure of APIA IDAs and common non-APIA IDAs will very likely
produce the same tax treatment for both.
The risk of different tax treatment increases as a particular IDA differs from the basic
structure of the IDA under APIA. One assumption of Revenue Ruling 99-44 is that the IDA
provider is not the employer of the IDA participant. If that were so, there would be an increased
risk that the match money would be considered taxable income to the IDA participant.
ill For copy of this ruling, see http://ftp.fedworld.gov/pub/irs-irbs/irb99-44.pdf, pages 549-551.
Iill For full text of the Assets for Independence Act, see http://thomas.loc.gov/, Public Law 105-285, Title N.

02 May 2000

D -16

EXHffiITF

February 2, 2000

Statement of Senator Joe Lieberman Introducing
the Savings for Working Families Act of 2000
We are here this morning to talk about a problem that is finally receiving the
attention it deserves - the growing wealth gap in America today - and to offer
a modest yet promising proposal that we believe will help expand the
winner's circle to include more working families.
That metaphor of expanding the winner's circle reflects a widely-held
American assumption - that economic growth is not a zero sum game. What
goes up for the richest families, particularly in these boom times, need not
come down for every one else.
For most Americans that hope remains reassuringly true. But for our poorest
families it is not. The stock market is jumping to record highs, inflation and
unemployment are hovering at record lows, and millions of Americans are
reaping the benefit, including millions of middle-class families. But millions
more are clearly not, with studies showing that incomes for many low-income
households are declining relative to the wealthiest Americans, and the gulf
between the have-mosts and the have-Ieasts is widening as a result.
This is a problem for all of us because it threatens not just our fundamental
faith in the American dream and the progressive promise of equal
opportunity, but the vitality and long-term stability of our national economy.
And for that reason it warrants a common solution, a point that both President
Clinton and Speaker Hastert have emphasized in their recent discussions
about what we can do together to help more poor families share in this
unprecedented prosperity.
The Savings for Working Families Act that Senators Santorum and I, along
with Senators Abraham, Feinstein, Landrieu, and Bayh, are introducing today
might just offer a bipartisan model for getting us there. It brings together
Democrats and Republicans, policy wonks and working moms, and even
bankers and consumers, all in support of a new approach to sustaining some
old American ideals - rewarding work, encouraging responsibility, and
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expanding opportunity.
We spell this new idea IDA, which stands for Individual Development
Accounts. Banks and credit unions and other community organizations that
offer these special accounts match deposits dollar-for-dollar to encourage
workers to save for the future, and in return workers commit to use the
proceeds to buy a home, upgrade their education or start a business. Why this
limitation? Because assets matter. As most experts will attest, success in
today's economy increasingly is defined by asset ownership, and while
millions of Americans are tapped into the bull market, many more are simply
tapped out, with few assets to speak of, and therefore little hope of
accumulating the means for upward mobility and real security.
This asset gap was underscored in a report issued just last week by the
Federal Reserve. The Fed found that while the net worth of the typical family
has risen substantially in recent years, it has actually dropped substantially for
low-income families. For families with annual incomes less than $10,000, the
median net worth dipped from $4,800 to $3,600 from 1995 to 1998; for
families with incomes between $10,000 and $25,000, the median net worth
dipped from $31,000 to $24,800 over the same period. The rate of
homeownership among low-income families has dropped as well. For
families making less than $10,000, it fell from 36.1 percent to 34.5 percent
from 1995 to 1998; for those making between $10,000 and $25,000, it fell
from 54.9 percent to 51.7 percent.

I
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Our bill aims to alter this imbalance, and thus enhance the economic
independence of America's working poor, by dramatically expanding the use
of IDAs. As you will hear in a moment from some of our guests, a number of
IDA pilot programs are reporting real success in spurring savings and assetbuilding, and we want to duplicate those success stories in hundreds of
communities across the country. To do so, the Savings for Working Families
Act would provide financial institutions and community groups with a strong
incentive to establish IDA programs through a federal tax credit. This credit
would reimburse banks for the first $500 of matching funds they contribute,
and thus significantly lower the cost of offering these accounts.
As some of you may recall, we introduced a similar bill last year, which was
eventually incorporated into both the Republican and Democratic tax bills.
The improvements we have made to this successor plan mostly reflect the fact
that the IDA field has grown, and we in turn wanted to do more to realize the
potential of credit unions and community service organizations as IDA
providers.
The underlying appeal, though, is still the same. We are harnessing the
creative forces of the marketplace to help secure our core democratic values,
holding out the hope of free enterprise without the false promise of a free
lunch, and giving some tangible meaning to those core values of community,
opportunity and responsibility. In short, it is an approach that speaks to our
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shared aspirations as Americans.
President Clinton underscored the promise of this approach in his State of the
Union address last week, when he put forward his Retirement Savings
Account proposal, which are very similar to our IDAs - except bigger. He
rightly identified the potential of the private sector to help us achieve a very
public interest, and crafted an innovative and ambitious plan to strengthen the
economic security of many of our most vulnerable citizens. Just as important,
he made clear, as we do, that this is not an empty promise of a handout today,
but an empowerment tool for tomorrow.
This is an important breakthrough, and we look forward to working with the
President on a bipartisan basis to get this program enacted into law. Given the
strong support that this idea has received on both sides of the aisle, we are
hopeful we can do that this session. This plan won't single-handedly eliminate
the wealth gap, but we are confident it will help carve out a little more space
in that winner's circle, and move us a step closer to making the American
dream real for more working families.
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Policy
cj"vervIe·w···TI::a\'i"s·····rl~.ulings I Legislative Proposals
Policy Updates I Policy Links I Advocacy Center

Legislative Proposals
Savings for Working Families Act of 2002
After reaching the one-yard line two years in a row, the Savings for Working Families Act of 2002 (SWFA) was
reintroduced as part of a broad charitable giving bill and highlighted by President Bush at a White House event on
February 7, 2002. If passed, SWFA would allow almost one million individuals to access IDAs by providing
incentives for financial institutions to match IDA savings.
Included as Title II of the Charity, Aid, Recovery and Elnpowerment (CARE) Act, S. 1924, the Savings for Working
Families Act would expand the reach of IDAs by providing financial institutions a dollar-for-dollar tax credit up to
$500 per person per year for matching IDA savings and an annual $50 per account credit to maintain the account
and provide financial education. Both private and non-federal funds could also be contributed to the accounts and
matched according to ratios set by the providers. Individual contributions into an IDA would not.be limited. $1.7
billion for IDA tax credits was included in the Administration's FY 2003 budget.
The strongly bipartisan SWFA, sponsored by Senators Joe Lieberman (D-CT), Rick Santorum (R-PA) and
Representatives Joe Pitts (R-PA) and Charlie Stenholm (D-TX) and supported by President Bush, is backed by a
coalition of organizations representing the financial, nonprofit, academic, corporate sectors.
Summary
Provisions

Endorsing Organizations

Savings for Working Families Act of 2001
IDA programs cannot meet the demand or need for IDAs: only one of every 10,000 eligible people currently has
access to an IDA. The Savings for Working Families Act of 2001 (SWFA) is a legislative proposal that would
provide additional incentives for investment in IDAs and potentially create millions of new accounts. The latest
version of the legislation would provide a 100% tax credit to financial institutions to provide 1: 1 matches up to $500
per qualified individual per year saving in an IDA.
On June 13, 2001 SWFA was introduced as a stand-alone bill in the House (H.R. 2160) and Senate (S. 1025).
SWFA champions Senators Joe Lieberman (D-CT) and Rick Santorum (R-PA) and Representatives Joe Pitts (R-PA)
and Charlie Stehnolm (D-TX) are seeking additional cosponsors of this legislation. This year, President Bush
included IDAs in his budget. Language mirroring SWFA is included in the Savings Opportunity and Charitable
Giving Act of 2001 (S. 592) sponsored by Senators Santorum and Lieberman, and the Community Solutions Act
(H.R. 7) sponsored by Representatives J.C. Watts, Jr. (R-OK) and Tony Hall (D-OH).
Legislative Cosponsors
SUlnmary
Provisions

Endorsing Organizations
Press Release

Savings for Working Families Act of 2000
Introduced in the Senate in February of 2000 and in the House of Representatives in March of 2000, the SWFA
proceeded rapidly through the legislative process--it was incorporated into several versions of the American
Community Renewal/New Markets package, a measure initiated by President Clinton and Speaker of the House
Dennis Hastert. Unfortunately, while SWFA came very close to passing in 2000, it was ultimately not included in
the American Community Renewal/New Markets legislation that was signed into law. However, SWFA is well
positioned to become law in 2001.
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The Savings for Working Families Act
Title II of S. 1924
The Charity, Aid, Recovery and Empowerment (CARE) Act
Sponsored by Senators Lieberman (D-C1), Santorum (R-PA) and others

Purpose
To enable working-poor families to save, build wealth, and enter the financial mainstream through the use of
Individual Development Accounts, or IDAs.

What are IDAs, and how do they work?
IDAs are matched savings accounts restricted to three uses: (1) buying a first home; (2) receiving post-secondary
education or vocational training; or (3) starting or expanding a small business. Individual and matching deposits are
not co-mingled; all matching dollars are kept in a separate, parallel account. When the accountholder has accumulated
enough savings and matching funds to purchase the asset (typically over two to four years), and has completed a
fin~ncial education course, payments from the IDA will be made directly to the asset provider.

Who would be eligible to open up an IDA, and where are IDAs held?
IDAs would be available to citizens or legal residents of the u.S. between the ages of 18 and 60 (except students), and
whose federal AGI does not exceed $20,000 (single), $30,000 (head of household), or $40,000 (married). Prospective
accountholders must file a tax return. Eligible individuals may use their IDA for the benefit of a spouse or dependent.
All IDAs must be held at a qualified financial institution, which is any financial institution eligible to hold an IRA.

Who could administer a qualified IDA program?
Qualified financial institutions, qualified non-profits (501 (c) (3)s, CDFls, and credit unions), Tribes and public housing
authorities are eligible to run a qualified IDA program.

What is the matching rate?
Savings from any source will be matched on a 1-1 basis, up to $500 per person per year. Individual contributions into
an IDA are not limited. Both private sector and non-federal public funds could also be contributed to the accounts
and matched in accordance with ratios set by the providers.

What is the tax credit?
Financial institutions would be reimbursed for a set amount of matching funds provided plus a limited amount of the
program and administrative costs incurred. The Secretary of the Treasury is permitted to issue regulations allowing
other taxpayers to claim the credit.
Specifically, the IDA Tax Credit would be:
• The aggregate amount of dollar-for-dollar matches provided (up to $500 per person per year),plus
• An annual $50 per account credit to maintain the account and provide financial education. (fo claim the $50
credit, at least $100 must be in the individual's account, except for the first year, when no minimum is
necessary.)

What years will the tax credit be available?
The tax credits are available between the years 2003-2009 for all accounts opened by the end of 2007.

What is the tax treatment of IDAs?
Individual deposits are after-tax dollars, interest earned on those deposits is taxable, but all matching funds and
earnings thereon would be tax-free.

Will IDAs affect eligibility for other programs?
All matching funds (and earnings thereon) and a limited amount of individual savings (up to $1,000 for each year the
account is open) will be disregarded in determining eligibility for means-tested federal programs (e.g., Food Stamps,
Medicaid, SSI, etc.).

Corporation for Enterprise Development
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EXHIBITG

February 7, 2002

THE CHARITY AID, RECOVERY AND
EMPOWERMENT ("CARE") ACT OF 2002
Section-by-Section Summary
Overview
The Lieberman-Santorum CARE Act aims to tap into America's renewed spirit of unity, community
and responsibility in the wake of September 11th to better respond to pressing social problems and
ultimately help more people in need. To do so, it would leverage new support and resources for a
broad range of community and faith-based groups - including those that are already working
cooperatively with government to provide critical services and improve people's lives, and those who
want to become part of that partnership.
This diverse universe of charitable organizations -- which proved once again after the terrorist attacks
how effective they are in meeting real human needs - is uniquely American and forms the backbone of
our civil society. The CARE Act would strengthen that backbone through a broad array of tools and
strategies - 1) tax incentives to spur more private charitable giving; 2) innovative programs to promote
savings and economic self-sufficiency for low-income families; 3) technical assistance to help smaller
social services providers do more good works; 4) narrowly-targeted efforts to remove unfair barriers
facing faith-based groups in competing fairly for federal aid; and 5) additional federal funding for
essential social service programs.
Title I: Charitable Giving Incentives
This section offers a series of targeted tax incentives to spur additional charitable giving and thereby
bring increased resources to organizations helping those in need. Among other things, these provisions
would:
•
•
•
•
•
•

Create a charitable tax deduction of up to $400 for individual taxpayers and $800 for couples
who do not itemize on their tax returns
Allow IRA holders to make charitable contributions from their accounts
Provide an enhanced deduction for donations of food and books to charitable organizations
Reduce and simplify the excise tax on foundations from 2 percent to 1 percent to encourage
greater social investments
Raise the contributions cap for subchapter C corporations and expand incentives for S
corporations to increase corporate charitable giving
Modify the unrelated business income tax for charitable remainder trusts

These provisions are designed to respond to the immediate challenges facing charities in the wake of
the September 11th attacks and the weakened economy, which have put a significant drain on
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resources. These provisions, which are effective through 2003, have not been officially scored by the
Joint Tax Committee, but are estimated to cost between $8 billion and $10 billion.
Title II: Individual Development Accounts
This section encompasses the bipartisan legislation that Senators Lieberman and Santorum have
introduced to expand the use of Individual Development Accounts (IDAs) to encourage low-income
working families to save and build assets. IDAs are special savings accounts that offer matching
contributions from the sponsoring bank or community organization, on the condition that the proceeds
go to buying a home, starting or expanding a small business, or to pay for post-secondary education the assets necessary to provide stability and self-sufficiency.
Initial IDA demonstrations around the country have proven successful in changing the lives of account
holders and reducing their dependency on governmental and other social services. The CARE Act
aims to build on these successes and increase the availability of IDAs, by significantly reducing the
cost for banks and community organizations to offer these innovative accounts. Specifically, it would
provide a dollar-for-dollar tax credit to offset the matching contributions up to $500 per account. This
incentive, which is estimated to cost $1.7 billion over the next 10 years, could help create as many as
900,000 new accounts over that time.
Title III: Equal Treatment for Non-Governmental Providers

Il
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This section addresses a recurring complaint of small faith-based organizations -- that certain
government agencies have refused to consider grant applicants with religious names or those who use
facilities containing religious art or icons -- with a narrowly-tailored solution. Specifically, it states
that an applicant may not be disqualified from competing for government grants and contracts simply
because the applicant imposes religious criteria for membership on its governing board, because the
applicant's chartering provisions contain religious language, because the applicant has a religious
name, or because the applicant uses facilities containing religious art, icons scriptures or other
symbols. These provisions do not relieve any applicant from meeting all other grant criteria or address
the issues of preemption of civil rights laws.
This section also addresses another bureaucratic problem many smaller community and faith-based
grassroots organizations face in obtaining federal funding. These organizations often do not have the
capacity or resources to seek and administer a government grant or contract, even though they may be
best positioned to deliver the services. To help them overcome this hurdle, this section authorizes
government agencies to give grants or enter into cooperative agreements with larger and more
experienced organizations, who then will be authorized to award subcontracts or subgrants to smaller
grassroots organizations, with whom they will work to administer the grant.
Title IV: 501(c)(3) EZ Pass
This section would make it easier for many charitable groups to obtain a 501(c)(3) designation, and
thereby make it easier to qualify for Federal grants and contracts. 501 (c)(3) status confirms that an
organization is a tax-exempt charity, eligible to receive tax-exempt donations. Although any group
that applies for that status can hold itself out as a 501 (c)(3) once it sends the IRS its application, a
number of government programs won't consider applications from any group that hasn't yet received
approval of its application from the IRS -- a process that sometimes can take several months.
To help facilitate that process, the bill requires the IRS to expedite the 501 (c)(3) application of any
group that needs that status to apply for a government grant or contract. And, in an effort to help the
smallest of these groups, it requires the IRS to waive the application fee for groups whose annual
revenues don't exceed $50,000.
Title V: Compassion Capital Fund

To help small community and faith-based organizations better partner with the government and serve
communities in need, the bill creates a Compassion Capital Fund and authorizes four agencies to
distribute its resources. HHS, DOJ, HUD and the Corporation for National and Community Service
will collectively have over $150 million to offer technical assistance to community-based
organizations for activities such as writing and managing grants, assistance in incorporating and
gaining tax-exempt status, information on capacity building and help researching and replicating
model social service programs.
Title VI: Social Services Block Grant
This section would increase Federal funding for the Social Services Block Grant (SSBG), which most
charitable organizations agree is a critically important and effective program for meeting the needs of
disadvantaged communities and families. SSBG provides flexible funds to states for such vital
programs as Meals on Wheels, child and elderly protective services, and support services for the
disabled. Over the last five years, however, the program has seen its funding reduced by more than $1
billion.
The bill aims to restore funding for SSBG over the next two years to its authorized level as dictated in
the 1996 welfare reform law. It would first increase the funding level to $1.975 billion for fiscal year
2003; the program is currently funded at $1.7 billion. It would then raise the funding level to its full
authorized level -- $2.8 billion -- for fiscal year 2004. This would represent an increase of $275
million for the coming fiscal year, and more than $800 million for the following year.
Title VII: Maternity Group Homes
This section is designed to advance one of the key goals of welfare reform -- helping teenage mothers
achieve self-sufficiency -- by strengthening federal support for locally-run maternity group home
programs. The 1996 welfare reform law requires that minors live at home under adult supervision or
in one of these maternity group homes in order to receive benefits. Teenagers who are provided the
opportunity to live in these homes are more likely to continue their education or receive job training,
less likely to have a second teenage pregnancy, and more likely to find gainful employment that
allows them to leave welfare. To help give more teenage mothers this kind of opportunity, the bill
creates a separate funding stream for maternity group home programs and authorizes $33 million in
additional funding.
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HB 454/FN (BR 1156) - J. Hoover, R. Wilkey, K. Bratcher, S. Brinkman, L. Clark, P. Clark, R. Crimm, J.
AN ACT relating to Commonwealth individual development accounts.
Create new sections of KRS Chapter 41 to create within the office of the State Treasurer the Commonwealth
Individual Development Account Program; require the program to encourage an individual or household with
an income below 200 percent of the federal poverty level to establish a savings account to be used for
qualified purposes; define "qualified purposes" as postsecondary education expenses, first home purchases,
business capitalization expenses, home renovation expenses, home computer expenses, and automobile
expenses; direct the Treasurer to solicit proposals from qualified administering agencies to establish pooled
accounts and implement the program; define "pooled accounts" as accounts established within financial
institutions by a qualified administering agency to match funds withdrawn from a Commonwealth Individual
Development Account for a qualified purpose; restrict matching funds to $2,000 per year and limit total
matching funds to no more than $10,000; limit administrative costs; exempt from income taxes funds
deposited in or withdrawn from accounts; exempt from income taxes funds withdrawn from a pooled account
and paid directly to a vendor for a qualified purpose; permit funds deposited in a pooled account to be eligible
for a tax credit of 25 percent of the amount of contribution during a calendar year but restrict credit to lesser
of $10,000 or the amount of the individual or corporate income tax due; restrict total amount of credits to
$1,000,000 per year; direct each qualifying administering agency to establish an appropriate financial
education program for account participants which participants must complete to establish an account; amend
KRS 141.010 and 141.0205 to conform.
Jan 23-introduced in House
Jan 24-to Appropriations and Revenue (H)
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AN ACT relating to Commonwealth individual development accounts.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
SECTION 1.

A NEW SECTION OF KRS CHAPTER 41 IS CREATED TO READ AS

FOLLOWS:

As used in Sections 1 and 2 ofthis Act, unless the context requires otherwise:
(1)

"Commonwealth individual development account" means an account established with a
financial institution by. an eligible individual or household with funds that may be
matched upon withdrawal for a qualified purpose with funds from a pooled account;

(2)

"Eligible individual" means an adult member ofa household whose gross income does
not exceed two hundred percent (200%) ofthe federal poverty level;

(3)

"Eligible household" means two

(2)

or more adult members ofa household whose gross

income does not exceed two hundred percent (200%) ofthe federal poverty level;
(4)

"Emergency withdrawal" means a withdrawal from a Commonwealth individual
development account by an eligible individual that:
(a)

Is a withdrawal of only those funds, or a portion of those funds, deposited by the
individual in the Commonwealth individual development account;

I·

(b)

Is permitted by a qualified administering agency; and

(c)

Is made for:

1

I

1.

individual or spouse or dependents ofthe eligible individual;

1

I

Expenses for medical care or necessary to obtain medical care for the eligible

2.

I

Payments necessary to prevent the eviction of the eligible individual from the
eligible individual's residence, or foreclosure on the mortgage for the
principal residence ofthe eligible individual; or

I
J

I-

3.

Payments necessary to enable the eligible individual to meet necessary living
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I:

expenses following loss ofemplovmenti

(5)

"Financial institution" means a bank, trust company, savings institution, or credit union
chartered and supervised under state or federal law;

(6)

"Pooled account" means an account established with a financial institution by a
qualified administering agency to:

l
1

(a)

f

Match funds withdrawn from a Commonwealth individual development account

j

and directly paid or electronically transferred to the unrelated third party to whom
I

the amount is due for a qualified purpose; and

f·

I

I

(b)

Fund the costs incurred in the administration of the program to the extent allowed
by subsection (7) of Section 2 ofthis Act;

II

(7)

established by the Office ofthe State Treasurer;
(8)

"Qualified administering agency" means a public or nonprofit organization that will
serve as an intermediary between an individual account holder and a financial

I

institution holding account funds; and

1
1

I

"Program" means the Commonwealth Individual Development Account Program

(9)

"Qualified purpose" means one

(1)

or more of the following expenses directly paid or

electronically transferred to the unrelated third party to whom the amount is due from

I

funds in a Commonwealth individual development account and pooled account:
postsecondary educational expenses, first home purchase costs, business capitalization
expenditures, home renovation expenses, home computer expenses, or automobile
purchase and repair expenses.

I
II·

I

1"j

I

SECTION 2.

A NEW SECTION OF KRS CHAPTER 41 IS CREATED TO READ AS

FOLLOWS:

(1)

There is hereby established within· the Office of the State Treasurer a program to be
known as the Commonwealth Individual Development Account Program. The program
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shall encourage an eligible individual or eligible household to establish a
Commonwealth individual development account to be used for a qualified purpose.
(2)

The State Treasurer shall enter into contracts with qualified administering agencies in
accordance with the provisions of this section. A qualified administering agency may
enter into a contract with the State Treasurer by applying to the State Treasurer to
participate in the Commonwealth individual development account program in
accordance with this section and Section 1 ofthis Act. The application·shall be on a form
prescribed by the State Treasurer which shall contain the qualified administering
agency's proposal and any other information as the State Treasurer may require. The
State Treasurer shall evaluate applications and award contracts based upon the qualified
administering agency's capacity to:
Ca)

Provide program recruitment;

Cb)

Provide financial skills-building training and counseling, including the capacity to
establish and administer a financial education program required by subsection (8)
ofthis section and approved by the State Treasurer;

(3)

Cc)

Develop partnerships with financial institutions;

(d)

Leverage additional matching and operating funds and manage pooled accounts;

(e)

Manage and evaluate overall program operations.

(a)

An eligible individual may submit an application to open a Commonwealth
individual development account to a qualified administering agency in accordance
with this section. An eligible individual shall enter into a Commonwealth
individual development account agreement with the qualified administering
agency. The qualified administering agency shall be responsible for coordinating
arrangements between the individual and a financial institution to open the
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individual's Commonwealth individual development account.
(b)

An eligible individual or household shall not receive more than two thousand
dollars ($2,000) in matching funds in a calendar year and the total matching funds
received by a Commonwealth individual development account during its existence
shall not exceed ten thousand dollars ($10,000).

(4)

(a)

Funds in a Commonwealth individual development account shall only be
withdrawn for a qualified purpose or for an emergency withdrawal.

(b)

Funds in a Commonwealth individual development account and pooled account
withdrawn for a qualified purpose shall be directly paid or electronically
transferred to the unrelated third party to whom the amount is due.

(5)

(a)

Income from funds deposited in a Commonwealth individual development account
and withdrawn for a qualified purpose shall be excluded from adjusted gross
income as provided in Section 4 ofthis Act.

(b)

Income from funds withdrawn from a pooled account for a qualified purpose shall
be excluded from adjusted gross income as provided in Section 4 ofthis Act.

(6)

Any individual, business, organization, or other entity may contribute matching funds to
a qualified administering agency. The funds shall be designated to the qualified
administering agency to allocate according to its match rate. Funds deposited in a pooled
account may be eligible for a tax credit against income taxes imposed by KRS Chapter
141 as allowed by Section 3 ofthis Act.

(7)

A qualified administering agency shall not use more than fifteen percent (15%) of all
funds in a pooled account for administrative costs of the program. Administrative costs
means expenses of the agency directly related to administering the Commonwealth
Individual Development Account Program and shall include costs of soliciting matching
funds, administering a financial education program, counseling individuals who
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establish Commonwealth individual development accounts, and conducting activities to
verify the eligibility of individuals. Funds deposited in a Commonwealth individual
development account by an eligible individual or household shall not be used for
administrative costs.
(8)

A qualified administering agency shall establish an appropriate financial education
program for Commonwealth individual development account participants. The financial
education program may be completed prior to or simultaneously with the establishment
of a Commonwealth individual development account. The financial education program
must be completed prior to the withdrawal of funds from the pooled account. The
financial education program costs shall be considered a cost of operating the
Commonwealth Individual Development Account Program.

(9)

The State Treasurer shall promulgate administrative regulations in accordance with
KRS Chapter 13A as necessary to implement and administer the provisions of this
section and Section 1 ofthis Act.
SECTION 3. A NEW SECTION OF KRS CHAPTER 141 IS CREATED TO READ AS

FOLLOWS:

(1)

Funds deposited in a pooled account established in accordance with Sections 1 and 2 of
this Act may be eligible for a tax credit against income taxes imposed by KRS Chapter
141 in an amount equal to twenty-five percent (25%) of the amount contributed during a
calendar year to the pooled account. The amount contributed to the pooled account shall
not be allowed as a deduction in computing the taxpayer's net income under subsections
(11) or (13) of Section 4 ofthis Act.

(2)

The amount of the credit that may be used by a taxpayer for a taxable year shall not
exceed the lesser of ten thousand dollars ($10,000) or the amount of individual or
corporate income tax otherwise due.
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(3)
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Any unused credit may be carried over for a maximum ofthree

(3)

years up to a total tax

credit allowed in the amount often thousand dollars ($10,000).
(4)

(a)

To c,laim the benefits unt!er this subsection, a taxpayer shall notify the qualified
administering agency that the taxpayer intends to make a contribution and the
amount ofthe contribution.

(b)

The qualified administering agency shall then notify the State Treasurer and
request a certification from the State Treasurer certifying the amount of the tax
credit to which the taxpayer is entitled.

(c)

The qualified administering agency shall deliver the certification to the taxpayer
upon receipt ofthe contribution.

(d)

A taxpayer shall file the certificate with the taxpayer's income tax return for the
first year in which the taxpayer claims a tax credit under this section.

(5)

The total amount of tax credits certified under this section per taxable year may not
exceed one million dollars ($1,000,000).

(6)

The Revenue Cabinet shall promulgate any administrative regulations necessary to carry
out the provisions ofthis subsection.
Section 4. KRS 141.010 is amended to read as follows:

As used in this chapter, unless the context requires otherwise:
(1)

"Secretary" means the secretary of revenue;

(2)

"Cabinet" means the Revenue Cabinet;

(3)

"Internal Revenue Code" means the Internal Revenue Code in effect on December 31,
1999, exclusive of any amendments made subsequent to that date, other than amendments
that extend provisions in effect on December 31, 1999, that would otherwise terminate, and
as modified by KRS 141.0101;

(4)

"Dependent" means those persons defined as dependents in the Internal Revenue Code;
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(5)

"Fiduciary" means "fiduciary" as defined in Section 7701(a)(6) of the Internal Revenue
Code;

(6)

"Fiscal year" means "fiscal year" as defined in Section 7701(a)(24) of the Internal Revenue
Code;

(7)

"Individual" means a natural person;

(8)

For taxable years beginning on or after January 1, 1974, "federal income tax" means the
amount of federal income tax actually paid or accrued for the taxable year on taxable
income as defined in Section 63 of the Internal Revenue Code, and taxed under the
provisions of this chapter, minus any federal tax credits actually utilized by the taxpayer;

(9)

"Gross income" in the case of taxpayers other than corporations means "gross income" as
defined in Section 61 of the Internal Revenue Code;

(10) "Adjusted gross income" in the case of taxpayers other than corporations means gross
income as defined in subsection (9) of this section minus the deductions allowed
individuals by Section 62 of the Internal Revenue Code and as modified by KRS 141.0101
and adjusted as follows, except that deductions shall be limited to amounts allocable to
income subject to taxation under the provisions of this chapter, and except that nothing in
this chapter shall be construed to permit the same item to be deducted more than once:
(a)

Exclude income that is exempt from state taxation by the Kentucky Constitution and
the Constitution and statutory laws of the United States and Kentucky;

(b)

Exclude income from supplemental annuities provided by the Railroad Retirement
Act of 1937 as amended and which are subject to federal income tax by Public Law
89-699;

(c)

Include interest income derived from obligations of sister states and political
subdivisions thereof;

(d)

Exclude employee pension contributions picked up as provided for in KRS 6.505,
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16.545, 21.360, 61.560, 65.155, 67A.320, 67A.510, 78.610, and 161.540 upon a
ruling by the Internal Revenue Service or the federal courts that these contributions
shall not be included as gross income until such time as the contributions are
distributed or made available to the employee;
(e)

Exclude Social Security and railroad retirement benefits subject to federal income
tax;

(0

Include, for taxable years ending before January 1, 1991, all overpayments of federal
income tax refunded or credited for taxable years;

(g)

Deduct, for taxable years ending before January 1, 1991, federal income tax paid for
taxable years ending before January 1, 1990;

(h)

Exclude any money received because of a settlement or judgment in a lawsuit
brought against a manufacturer or distributor of "Agent Orange" for damages
resulting from exposure to Agent Orange by a member or veteran of the Armed
Forces of the United States or any dependent of such person who served in Vietnam;

(i)

1.

Exclude the applicable amount of total distributions from pension plans, annuity
contracts, profit-sharing plans," retirement plans, or employee savings plans.

2.

The "applicable amount" shall be:
a.

Twenty-five percent (25%), but not more than six thousand two hundred
fifty dollars ($6,250), for taxable years beginning after December 31,
1994, and before January 1, 1996;

b.

Fifty percent (50%), but not more than twelve thousand five hundred
dollars ($12,500), for taxable years beginning after December 31, 1995,
and before January 1, 1997;

c.

Seventy-five percent (75%), but not more than eighteen thousand seven
hundred fifty dollars ($18,750), for taxable years beginning after

D -35

~~J~ ~~2 ~~~---~~~~

-~~

~~v

December 31, 1996, and before January 1, 1998; and
d.

One hundred percent (100%), but not more than thirty-five thousand
dollars ($35,000), for taxable years beginning after December 31, 1997.

3.

As used in this paragraph:
a.

"Distributions" includes, but is not limited to, any lump-sum distribution
from pension or profit-sharing plans qualifying for the income tax
averaging provisions of Section 402 of the Internal Revenue Code; any
distribution from an individual retirement account as defined in Section
408 of the Internal Revenue Code; and any disability pension distribution;

b.

"Annuity contract" has the same meaning as set forth in Section 1035 of
the Internal Revenue Code; and

c.

"Pension plans, profit-sharing plans, retirement plans, or employee
savings plans" means any trust or other entity created or organized under a
written retirement plan and forming part of a stock bonus, pension, or
profit-sharing plan of a public or private employer for the exclusive
benefit of employees or their beneficiaries and includes plans qualified or
unqualified under Section 401 of the Internal Revenue Code and
individual retirement accounts as defined in Section 408 of the Internal
Revenue Code;

0)

1.

a.

Exclude the distributive share of a shareholder's net income from an S
corporation subject to the franchise tax imposed under KRS 136.505 or
the capital stock tax imposed under KRS 136.300; and

b.

Exclude the portion of the distributive share of a shareholder's net income
from an S corporation related to a qualified subchapter S subsidiary
subject to the franchise tax imposed under KRS 136.505 or the capital
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stock tax imposed under KRS 136.300.
2.

The shareholder's basis of stock held in a S corporation where the S corporation
or its qualified subchapter S subsidiary is subject to the franchise tax imposed
under KRS 136.505 or the capital stock tax imposed under KRS 136.300 shall
be the same as the basis for federal income tax purposes;

(k)

Exclude for taxable years beginning after December 31, 1998, to the extent not
already excluded from gross income, any amounts paid for health insurance which
constitutes medical care coverage for the taxpayer, the taxpayer's spouse, and
dependents during the taxable year. Any amounts paid by the taxpayer for health
insurance that are excluded pursuant to this paragraph shall not be allowed as a
deduction in computing the taxpayer's net income under subsection (11) of this
section;

(1)

Exclude income received for services performed as a precinct worker for election
training or for working at election booths in state, county, and local primary, regular,
or special elections;

(m) Exclude any amount paid during the taxable year for insurance for long-term care as
defined in KRS 304.14-600;
(n)

Exclude any capital gains income attributable to property taken by eminent domain;

(0)

Exclude any amount received by a producer of tobacco or a tobacco quota owner
from the multistate settlement with the tobacco industry, known as the Master
Settlement Agreement, signed on November 22,1998;

(p)

Exclude any amount received from the secondary settlement fund, referred to as
"Phase II," established by tobacco companies to compensate tobacco farmers and
quota owners for anticipated financial losses caused by the national tobacco
settlement;{-aftEij
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(q)

Exclude any amount received from funds of the Commodity Credit Corporation for
the Tobacco Loss Assistance Program as a result of a reduction in the quantity of
tobacco quota allotted; and

(r)

Exclude any interest or dividends earned on amounts deposited in a
Commonwealth individual development account or pooled account established
under Sections 1 and 2 of this Act and withdrawn for a qualified purpose as
provided under Sections 1 and 2 ofthis Act;

(11) "Net income" in the case of taxpayers other than corporations means adjusted gross income
as defined in subsection (10) of this section, minus the standard deduction allowed by KRS
141.081, or, at the option of the taxpayer, minus the deduction allowed by KRS 141.0202
and minus all the deductions allowed individuals by Chapter 1 of the Internal Revenue
Code as modified by KRS 141.0101 except those listed below, except that deductions shall
be limited to amounts allocable to income subject to taxation under the provisions of this
chapter and that nothing in this chapter shall be construed to permit the same item to be
deducted more than once:
(a)

Any deduction allowed by the Internal Revenue Code for state taxes measured by
gross or net income, except that such taxes paid to foreign countries may be
deducted;

(b)

Any deduction allowed by the Internal Revenue Code for amounts allowable under
KRS 140.090(1)(h) in calculating the value of the distributive shares of the estate of a
decedent, unless there is filed with the income return a statement that such deduction
has not been claimed under KRS 140.090(1)(h);

(c)

The deduction for personal exemptions allowed under Section 151 of the Internal
Revenue Code and any other deductions in lieu thereof; and

(d)

Any deduction for amounts paid to any club, organization, or establishment which
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has been determined by the courts or an agency established by the General Assembly
and charged with enforcing the civil rights laws of the Commonwealth, not to afford
full and equal membership and full and equal enjoyment of its goods, services,
facilities, privileges, advantages, or accommodations to any person because of race,
color, religion, national origin, or sex, except nothing shall be construed to deny a
deduction for amounts paid to any religious or denominational club, group, or
establishment or any organization operated solely for charitable or educational
purposes which restricts membership to persons of the same religion or denomination
in order to promote the religious principles for which it is 'established and maintained;
(12) "Gross income," in the case of corporations, means "gross income" as defined in Section 61
of the Internal Revenue Code and as modified by KRS 141.0101 and adjusted as follows:
(a)

Exclude income that is exempt from state taxation by the Kentucky Constitution and
the Constitution and statutory laws of the United States;

(b)

Exclude all dividend income received after December 31, 1969;

(c)

Include interest income derived from obligations of sister states and political
subdivisions thereof;

(d)

Exclude fifty percent (50%) of gross income derived from any disposal of coal
covered by Section 631 (c) of the Internal Revenue Code if the corporation does not
claim any deduction for percentage depletion, or for expenditures attributable to the
making and administering of the contract under which
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disposition occurs or to

the preservation of the economic interests retained under such contract;
(e)

Include in the gross income of lessors income tax payments made by lessees to
lessors, under the provisions of Section 110 of the Internal Revenue Code, and
exclude such payments from the gross income of lessees;

(f)

Include the amount calculated under KRS 141.205;
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Ignore the provisions of Section 281 of the Internal Revenue Code in computing
gross income;
(h)

Exclude income from "safe harbor leases" (Section 168(1)(8) of the Internal Revenue
Code);

(i)

Exclude any amount received by a producer of tobacco or a tobacco quota owner
from the multistate settlement with the tobacco industry, known as the Master
Settlement Agreement, signed on November 22, 1998;

(j)

Exclude any amount received from the secondary settlement fund, referred to as
"Phase II," established by tobacco companies to compensate tobacco farmers and
quota owners for. anticipated financial losses caused by the national tobacco
settlement; and

(k)

Exclude any amount received from funds of the Commodity Credit Corporation for
the Tobacco Loss Assistance Program as a result of a reduction in the quantity of
tobacco quota allotted;

(13) "Net income," in the case of corporations, means "gross income" as defined in subsection
(12) of this section minus the deduction allowed by KRS 141.0202 and minus all the
deductions from gross income allowed corporations by Chapter 1 of the Internal Revenue
Code and as modified by KRS 141.0101, except the following:
(a)

Any deduction for a state tax which is computed, in whole or in part, by reference to
gross or net income and which is paid or accrued to any state of the United States, the
District of Columbia, the Commonwealth of Puerto Rico, any territory or possession
of the United States, or to any foreign country or political subdivision thereof;

(b)

The deductions contained in Sections 243, 244, 245, and 247 of the Internal Revenue
Code;

(c)

The provisions of Section 281 of the Internal Revenue Code shall be ignored in
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computing net income;
(d)

Any deduction directly or indirectly allocable to income which is either exempt from
taxation or otherwise not taxed under the provisions of this chapter, and nothing in
this chapter shall be construed to permit the same item to be deducted more than
once;

(e)

Exclude expenses related to "safe harbor leases" (Section 168(t)(8) of the Internal
Revenue Code); and

(t)

Any deduction for amounts paid to any· club, organization, or establishment which
has been determined by the courts or an agency established by the General Assembly
and charged with enforcing the civil rights laws of the Commonwealth, not to afford
full and equal membership and full and equal enjoyment of its goods, services,
facilities, privileges, advantages, or accommodations to any person because of race,
color, religion, national origin, or sex, except nothing shall be construed to deny a
deduction for amounts paid to any religious or denominational club, group, or
establishment or any organization operated solely for charitable or educational
purposes which restricts membership to persons of the same religion or denomination
in order to promote the religious principles for which it is established and maintained;

(14) (a)

"Taxable net income," in the case of corporations having property or payroll only in
this state, means "net income" as defined in subsection (13) of this section;

(b)

"Taxable net income," in the case of corporations having property or payroll both
within and without this state means "net income" as defined in subsection (13) of this
section and as allocated and apportioned under KRS 141.120;

(c)

"Property" means either real property or tangible personal property which is either
owned or leased. "Payroll" means compensation paid to one (1) or more individuals,
as described in KRS 141.120(8)(b). Property and payroll are deemed to be entirely
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within this state if all other states are prohibited by Public Law 86-272, as it existed
on December 31,1975, from enforcing income tax jurisdiction;
"Taxable net income" in the case of homeowners' associations as defined in Section

(d)

528(c) of the Internal Revenue Code, means "taxable income" as defined in Section
528(d) of the Internal Revenue Code. Notwithstanding the provisions of subsection
(3) of this section, the Internal Revenue Code sections referred to in this paragraph
shall be those code sections in effect for the applicable tax year; and
"Taxable net income" in the case of a corporation that meets the requirements

(e)

established under Section 856 of the Internal Revenue Code to be a real estate
investment trust, means "real estate investment trust taxable income" as defined in
Section 857(b)(2) of the Internal Revenue Code;
(15) "Person" means "person" as defined in Section 7701(a)(l) of the Internal Revenue Code;
(16) "Taxable year" means the calendar year or fiscal year ending during such calendar year,
upon the basis of which net income is computed, and in the case of a return made for a
fractional part of a year under the provisions of this chapter or under regulations prescribed
by the secretary, "taxable year" means the period for which such return is made;
(17) "Resident" means an individual domiciled within this state or an individual who is not
domiciled in this state, but maintains a place of abode in this state and spends in the
aggregate more than one hundred eighty-three (183) days of the taxable year in this state;
(18) "Nonresident" means any individual not a resident of this state;
(19) "Employer" means "employer" as defined in Section 3401(d) of the Internal Revenue
Code;
(20) "Employee" means "employee" as defined in Section 3401(c) of the Internal Revenue
Code;
(21) "Number of withholding exemptions claimed" means the number of withholding
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exemptions claimed in a withholding exemption certificate in effect under KRS 141.325,
except that if no such certificate is in effect, the number of withholding exemptions
claimed shall be considered to be zero;
(22) "Wages" means "wages" as defined in Section 3401(a) of the Internal Revenue Code and
includes other income subject to withholding as provided in Section 3401(f) and Section
3402(k), (0), (p), (q), and (s) of the Internal Revenue Code;
(23) "Payroll period" means "payroll period" as defined in Section 3401(b) of the Internal
Revenue Code;
(24) "Corporations" means "corporations" as defined in Section 7701(a)(3) of the Internal
Revenue Code;
(25) "S corporations" means "S corporations" as defined in Section 1361(a) of the Internal
Revenue Code. Stockholders of a corporation qualifying as an "S corporation" under this
chapter may elect to treat such qualification as an initial qualification under Subchapter S
of the Internal Revenue Code Sections.
Section 5. KRS 141.0205 is amended to read as follows:

If a taxpayer is entitled to more than one (1) of the tax credits allowed against the tax imposed by
KRS 141.020 or 141.040, the priority of application and use of the credits shall be determined as
follows:
(1)

The nonrefundable credits against the tax imposed by KRS 141.020 shall be taken in the
following order:
(a)

The individual credits permitted by KRS 141.020(3);

(b)

The economic development credits computed under KRS 141.347, 141.400, 141.403,
141.407, and 154.12-2088;

(c)

The health insurance credit permitted by KRS 141.062;

(d)

The tax paid to other states credit permitted by KRS 141.070;
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(e)

The credit for hiring the unemployed permitted by KRS 141.065;

(0

The recycling or composting equipment credit permitted by KRS 141.390;

(g)

The tax credit for cash contributions in investment funds permitted by KRS 154.20263;

The tax credit for contributions to the Commonwealth Individual Development

(h)

Account Program pooled account permitted by Section 3 ofthis Act;

ill.

The low income credit permitted by KRS 141.066;

illffiH

The household and dependent care credit permitted by KRS 141.067; and

{[QfEffi The coal incentive credit permitted under KRS 141.0405.
(2)

After the application of the nonrefundable credits in subsection (1) of this section, the
refundable credits against the tax imposed by KRS 141.020 shall be taken in the following
order:

(3)

(a)

The individual withholding tax credit permitted by KRS 141.350; and

(b)

The individual estimated tax payment credit permitted by KRS 141.305.

The nonrefundable credits against the tax imposed by KRS 141.040 shall be taken in the
following order:
(a)

The economic development credits computed under KRS 141.347, 141.400, 141.403,
141.407, and 154.12-2088;

(b)

The health insurance credit permitted by KRS 141.062;

(c)

The unemployment credit permitted by KRS 141.065; .

(d)

The recycling or composting equipment credit permitted by KRS 141.390;

(e)

The coal conversion credit permitted by KRS 141.041;

(0

The enterprise zone credit permitted by KRS 154.45-090;

(g)

The tax credit for cash contributions to investment funds permitted by KRS 154.20263;f-ai*ij
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(h)

The coal incentive credit permitted under KRS 141.0405; and

(i)

The tax credit for contributions to the Commonwealth Individual Development
Account Program pooled account permitted by Section 3 ofthis Act.

(4)

After the application of the nonrefundable credits in subsection (3) of this section, the
refundable corporation estimated tax payment credit permitted by KRS 141.044 shall be
allowed as a credit against the tax imposed by KRS 141.040.
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REVISED ARTICLE 9-SECURED TRANSACTIONS
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Revised Article 9 governing the law of secured transactions (KRS 355.9-101, et. seq.), the
most significant change in commercial law since the adoption of the Uniform Commercial Code in
1960, is now the law of all 50 states. It was effective in Kentucky, 45 other states, and the District
of Columbia on July 1, 2001. Four states and the Virgin Islands delayed the effective date:
Connecticut (10/01/01); Alabama, Florida, and Mississippi (1/01/02); and the Virgin Islands
(4/01/02). Puerto Rico has not yet acted.
The scope ofproperty and transactions covered by Revised Article 9 is expanded but the rules
for creation, priority, enforcement, and particularly for filing, are simplified and more user friendly.
Under Revised Article 9, the filing rules and procedures to perfect security interests are much more
consistent from state to state. More important, a single filing perfects a security interest in all
jurisdictions in which a debtor's collateral is located and requirements for dual filing in a single
jurisdiction are eliminated. Revised Article 9 takes into account advances in technology through
provisions for new types of collateral, electronic filing and paperless transactions, and functions in
.a digital age that does not recognize political boundaries.
Although still a part of a uniform code, enacted by the various states, all parts of Revised
Article 9 are much more uniform among the states than the prior law. Not only did the states keep
changes to the model act to a minium, most states removed four decades of non-uniform revisions.
Instead of a fIX for a few problems (the function of the 1972 amendments, enacted by Kentucky in
1986), Revised Article 9 is a complete rewrite of the law of secured transactions.

Expanded Scope.
Revised Article 9 sets rules and defInitions for classes of collateral not considered in the
original U.C.C., such as software, payment intangibles and healthcare receivables. The sale of
payment intangibles is part of the broader scope of Revised Article 9. Bringing payment intangibles
within the law of secured transactions should encourage and facilitate the securitization of this class
of collateral.
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Agricultural liens, defined as non-possessory liens securing payment of an obligation incurred
by the debtor in connection with a farming operation, are now subject to the rules of Revised Article
9. Agricultural liens must now be perfected by filing. Examples under Kentucky law are liens in
favor of veterinarians and agisters (stable keepers and farmers who pasture animals) once they have
released possession of the animals on which they assert a lien. The inclusion of agricultural liens
was a response to legislative expansion of common law liens, which require possession of the
property on which a lien~is asserted, to statutory liens thatfollow the property and are not possession
dependant.
Revised Article 9 also reflects the new world of electronic transactions through terms such
as "authenticated" that replaces the former requirement for a manual signature. The law
distinguishes hard goods from software but recognizes that software can be "embedded" in hard
goods.
More forms of transactions, including the sale of promissory notes, healthcare receivables
(even when insurance related), and commercial tort claims are included within the scope of Revised
Article 9. In many states public fmance transactions are included within the scope of Revised Article
9. However, this is one of several scope provisions subject to widespread non-uniform amendments.
Twenty-one states exempted governmental debtors from the original enactment. At least ten more
states appear poised to enact an exclusion for governmental debtors (Kentucky has joined the list
of exempting states).
The inclusion of deposit accounts under the scope of Revised Article 9 is a major change for
bankers and secured creditors who want to protect their rights in proceeds of collateral. Available
as collateral only in commercial transactions, a security interest in deposit accounts is perfected
through control of the account. Easy if you are the depository, more difficult if a third party holds
the account. Perfection by a non-depository secured party requires a three-party control agreement.
Perfection through control continues for investment property and expands to include letter of credit
rights.
Proceeds of collateral have always been included under Article 9. However, Revised Article
9 expands the defmition of proceeds to include claims against third parties for the destruction of
collateral, the payment stream from leased collateral, and royalties due the debtor from intellectual
property.

Non-Uniform Amendments
Kentucky's enactment of Revised Article 9 contains few non-uniform amendments. At the
request of thoroughbred interests, a fifth class of farm products was added to the standard definition.
This class includes all types of horses, and general intangibles related to horses, such as stallion
shares, regardless of whether the debtor is engaged in farming operations. Kentucky also retained
special protections for thoroughbred and standardbred auctions and the buyers at those auctions,
except as otherwise provided by the Federal Food Security Act. Both non-uniform amendments are
carryovers from original Article 9.
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Other non-uniform amendments in former KRS 355.9-307, that required special notices to
sellers of tobacco, grain and soybeans, livestock, and thoroughbred and standardbred horses, were
all repealed and not reenacted in Revised Article 9. These non-uniform amendments, all enacted
before the effective date of the Federal Food Security Act, became surplus and a trap to the extent
that the notice requirement differed from the FSA.
The trial·bar . s ought and received exclusions fer workman's· compensation claims and
benefits, structured settlements and special needs trusts. Kentucky is not alone in these exclusions.
Ten other states excluded structured settlements and seven other states exempted special needs trusts
from the scope of Revised Article 9. Similar amendments are expected to be adopted by additional
states.
House Bill 649 (2002 Ky. Legislature) expands the list of exemptions in KRS 355.9-109 to
include "a public-finance transaction or a transfer by a government or governmental unit." The
municipal bond industry was concerned that the failure of a trustee or bond holders to perfect, during
a one year transition period, on collateral for existing bond issues would adversely affect the bond
ratings of governmental units with existing bonds secured by property within the scope of Revised
Article 9. The bill includes an emergency clause and was effective upon the Governor's signature,
a necessary feature because of the July 1, 2002 deadline for required perfection changes other than
the location of filing.
The most significant variation in Revised Article 9 in the states surrounding Kentucky, and
possibly the most significant variation in all of the state enactments, is Indiana's requirement that
the debtor be "furnished" a copy of the financing statement, or any amendment adding collateral,
within 30 days of filing. The 2001 session of Indiana's legislature enacted this change to replace a
prior provision that required financing statements to be authenticated. Indiana also retains local
filing on farm products and equipment until July 1, 2002 and requires that crop filings include a
description of the land on which the crops are grown.
Summaries of the non-uniform amendments of all of the states are available from the U. c.c.
Reporting Service, the Uniform Laws Annotated data base on Westlaw and the Section of Business
Law of the American Bar Association.

Perfection of Security Interests
The drafters' primary intent is for Revised Article 9 to bring greater certainty to the
perfection of security interests and to reduce transaction costs. Revised Article 9 accomplishes these
goals through electronic filing and searching, national standard forms, and single state filing to
perfect a lien in all fifty states.
All states enacting Revised Article ·9 eliminated local filing except for real estate related
collateral. Previously, eleven states required dual filing, Kentucky had only local filing, and
Wyoming had central filing for corporate debtors and local filing on natural persons. Georgia and
Louisiana kept their hybrid system (first proposed in Kentucky) where county officers act as filing
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agents for entry of data into a central filing system. In Kentucky, and other jurisdictions that before
Revised 9 maintained some form of local filing, county clerks are permitted to accept only two types
ofuee filings: (i) new filings and amendments on real estate related collateral; and (ii) terminations
of financing statements that remain on fue at the local level under the transition rules.
Transactions that under original Article 9 required records searches, legal research and
compliance. with the law (that sometimes included a filing tax) of potentially all 50 states can now
be handled in a single state. For filing, a new national form financing statement, available in paper
and electronic-template versions, replaces the many variations in text and size adopted by the states
under original Article 9.
Under Revised Article 9, perfection is required only in the state of the debtor's residence and
under the law of that state. There is also a new and simple rule to establish where a corporate debtor
resides. Any debtor created through a state registration (corporation, LLC, LLP, etc.) is deemed to
reside in the state where the organization filed its organizing charter.
There will be no more conflicts over the location of the chief executive office, principal place
of business, or, in Kentucky, filing in the county of the registered office (which frequently had no
relation to the location of the collateral or the debtor and could change from time to time). Secured
parties secured by collateral such as the inventory of a company with nationwide operations will fmd
their transaction costs significantly lowered and their credit administration simplified.
Descriptions of collateral may be by specific listing, category, type defined by the uec, or
quantity. Overruling prior court decisions, Revised Article 9 permits "super generic" descriptions
in financing statements such as "all personal property." Super generic descriptions cannot be used
to describe collateral in security agreements.
Additionally, the generic collateral descriptions of consumer goods, security entitlement,
securities account, and commodity account cannot be used to describe collateral in consumer
transactions. If a consumer grants a security interest in these types of collateral, the description must
be more specific.
A tricky part of Revised Article 9 is the extent of information required on a fmancing
statement. 9-502 sets out only bare bones requirements for the contents of a fmancing statement.
However, 9-516, authorizes filing officers to reject filings for failure to include items of information
that 9-502 does not require.
The information required to complete all of the blanks on the national form fmancing
statement exceeds the combined requirements of 9-502 and 9-516. The best policy is to use the
national form and fill in all applicable blanks. A filing officer is required by law to accept for filing
a properly completed national form fmancing statement.
The Kentucky Secretary of State's filing office rules, adopted as administrative regulations,
30 K.A.R. 5:010, et. seq.,effective July 2, 2001, require paper fliers to use the new national forms
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(financing statement, amendment and the addendums for each). The forms are available for printing
on many web sites including the Kentucky Secretary of State's home page: www.sos.state.ky.us. The
Secretary of State's filing office rules are also posted on the web site. (Once you are on the site, look at the
choices on the left and click on "Dee Filings.")
The 9-516 list of reasons for which a filing officer may reject a filing includes: the record is
not communicated in an authorized medium;. an amount eq~al to or greater than the required fee is
not tendered; the name and address of the debtor is not provided; if a subsequent filing does not
properly identify an existing effective filing; if a real estate related filing does not provide a sufficient
description of the real property; the name and mailing address of the secured party are not listed; and
the financing statement does not specify if the debtor is an individual or an organization, and if an
organization its type of organization, the jurisdiction in which it was organized, and an
organizational identification number or statement that it has none (not an E.I.N. but a discrete
number assigned by the state of organization).
A fmancing statement that meets only the requirements of 9-502 is sufficient to perfect a
security interest under Revised Article 9. However, if the filing officer rejects the filing because it
does not meet the additional requirements of 9-516, fulfilling the minimal requirements of 9-502
does the secured party no good. Similarly, if accepted by the filing officer, a financing statement
with the information required by 9-502 perfects the security interest.
Secured parties requested the 9-516 rule that prohibits filing office rejection except for the
reasons specified in the statute. This will aid in uniform administration across the country and
prevent unnecessary rejections. However, there is a trade off, just as the filing office cannot
improperly reject a financing statement or amendment, neither can the filing office act as the police
officer that saves an errant secured party from itself. A secured party may find its financmg
statement accepted for filing because it meets the requirements of 9-516, but ineffective because it
does not contain a proper collateral description.
The Kentucky Secretary of State is accepting paper filings at its new Dee office in person,
by mail, or by courier. The address is: Kentucky Secretary of State's Office, vee Branch, P.O. Box
1470, 363e Versailles Rd., Frankfort, KY 40601. Filings personally delivered or received
electronically are timed when received. Filings received by mail or courier are timed as of next close
of business after delivery. The filing office hours are 8:00 a.m. to 4:30 p.m., Monday through
Friday.
The filing fee schedule in most states, mcludmg Kentucky, anticipates and encourages
electronic filing. Kentucky's filing fees are $5.00 for electronic filings, $10.00 for paper filings, and
$20.00 for paper filings more than two pages. The same charge applies to all filings, whether an
initial filing, ILO, amendment, or termination.
Some secured parties continue to use long form descriptions of collateral on attachments to
the financing statement. The Secretary of State images the financing statement, and usually the
attachments, and makes the images available to searchers on the web site. However, there are
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instances when the search report shows the number of pages of attachments but does not display the
images. The best course is to flie electronically so that you know the entire collateral description is
available to electronic searchers. If you make a paper filing, use the official addendum and try to
limit the additional information to one page.
Revised Article 9 makes electronic filing in Kentucky possible, and the Secretary of State's
web site makes it ,simple. All of the, national forms are available as an interactive template. The
template leads a filer through the required steps and permits collateral descriptions of up to 8,000
characters. You can even use word processing software to cut and paste your collateral description
onto the template.
If you use the electronic template, and pay the filing fee by credit card or a prepaid account
(minimum $250 to establish a prepaid account, application on the web site), filing is as simple as the
enter key on your keyboard. When you enter the payment information, the web site immediately
returns a file number and time of filing. The 9-516 reasons for rejection are programed into the
system. If you do not provide the required information the system will immediately notify you, much
better for the secured party than receiving a written notice 30 days after you think you have perfected
your security interest.
Electronic filing is possible because Revised Article 9 does not require the debtor's signature
on fmancing statements and amendments. Substituted for the debtor's signature is a requirement that
the secured party have the debtor's authority to file a fmancing statement.
The authority to flie a fmancing statement is inferred, as a matter of law, if the secured party
has a security agreement authenticated by the debtor. If the secured party wants to pre-file, the
debtor must authorize the secured party to flie the fmancing statement. Some secured parties are
considering putting the authorization on their credit applications. If you use the authority of your
security agreement to file a fmancing statement, be careful that the scope of the collateral on which
you perfect does not exceed the authority granted through the description of collateral in your
security agreement. E.g., if collateral description in the security agreement is accounts, inventory,
and equipment, don't describe your collateral on the financing statement as "all business assets."
Perfection on real estate related collateral is the only remaining form of local filing. A
fmancing statement covering as extracted collateral (coal, oil, gas, etc.), and timber to be cut
continues at the local level in the filing office where a mortgage on the related real estate would be
filed (a new requirement for coal). Once timber is cut it becomes ordinary goods requiring a filing
at the state level. A security interest in goods that are or are to become fixtures may be perfected at
the county level through a classic fIxture filing or at the Secretary of State level through a standard
filing as though the fixtures are ordinary goods. If a corporation organized in Delaware grants a
security interest in fixtures located in Fayette County, Kentucky, the security interest may be
perfected by filing a standard fmancing statement with the Secretary of State ofDelaware or a fixture
filing with the Fayette County Clerk. Title searchers beware.

Copyright 2002 Morgan & Pottinger, P.S.C.

E-G

A fmancing statement covering real estate related collateral also requires a reasonable
description of the real property (formal descriptions are not required in Kentucky, but are required
in Indiana), the name of the owner if different from the debtor and a notation that the clerk should
file it in the real estate records. The model form Financing Statement and Addendum make real
estate related filing easy through a check block and fill in the blank system.
County clerks will not accept electronic· filing on real estate related collateral. The new
Kentucky County Clerk's Manual specifies that the filing fee for a "fIxture filing" (and presumably
any other real estate related collateral) will be $17. This fee includes the filing fee, a pre-paid
termination fee, legal process tax, and mail charge.

Agricultural Security Interests
Under original Article 9, lending to a farmer who produced tobacco crops in more than one
county required tiling in every county, every year. A fmancing statement had to be fl1ed in each
county clerk's office in which the land was located, and the fmancing statement had to provide a real
estate description sufficient to identify the land on which the crop was raised.
Additionally, under original Article 9, when a financing statement described growing crops
it had to specify the production season. Instead of a five-year perfection period, as for most
collateral, the statute required you to file a new fmancing statement each year.
Perfecting a security interest in crops under Revised Article 9 is no different from filing on
any other type of goods. A single financing statement, filed with the Kentucky Secretary of State,
perfects a security interest in a debtor's farm products, in all counties, for the full five-year duration
of the filing. The new statute does not require a description of the real estate on which the crops are
grown. (Indiana retains local filing until July 1, 2002, and permanently retains the requirement for
a description of the real estate. Several other states also retained local filing on farm products.)
Ag lenders pay a small price for the new simplicity of crop liens with the more complicated
process for purchase money liens in livestock. To achieve purchase money security interest status
in livestock a lender must jump through the same but familiar hoops as a purchase money lender on
ordinary inventory.
No longer do you have 20 days from the day your customer receives possession of livestock
to perfect your lien. To achieve PMSI status, you must complete three steps before your customer
receives possession of the livestock: 1) take the security interest, 2) perfect the security interest
through filing with the Secretary of State, and 3) notify any other secured party that has filed on
similar collateral.
A PMSI in livestock covers all identifiable proceeds of the livestock, including accounts due
the farmer customer. Although more difficult to fmd and reach, the security interest also covers
identifiable products of livestock.
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Use of the term "farm products" in your collateral description picks up crops, aquatic goods
produced in aquacultural operations, livestock, supplies used in farming operations, and products
of crops or livestock in their unmanufactured states. Be sure to list proceeds of your farm product
collateral and list the generic categories of accounts and general intangibles.

Dee compliance protects you against other lenders and lien creditors, including a trustee in
bankruptcy;however,.it does not stop crops and livestock from being sold to an ordinary course
purchaser free and clear of your security interest. Here, you step out of Revised Article 9 and decide
if you want to go through the additional notice requirements of the Federal Food Security Act.
Transition Rules
Transition from original Article 9 to Revised Article 9 is a much more extensive effort in
Kentucky than in any of our sister states. The reason is that Revised Article 9 brought central filing
to Kentucky for the first time. The transition period for a change in filing office began on July 1,
2001 and ends June 30, 2006 (December 31, 2006 in Alabama, and June 30, 2007 in Airizona).
During that period, all existing Kentucky county filings on non real estate collateral, unless
terminated at the county level, must be moved to the Kentucky Secretary of State's filing system, or
to the central system in the state where the debtor organization was formed. The transition rules are
in Part 7, K.R.S. 355.9-701, et. seq.
Dual searches in the Secretary of State's system and at the county level (there can be more
than one county to search if a debtor has changed registered agents) are required in Kentucky until
July 1, 2006. Beginning on that date, there will be a complete record of non-real estate related
financing statements in the Secretary of State's office. Dual searc.hes are also required for debtors
on which the new law directs perfection in another state (Delaware corporation with assets in
Kentucky where all new filings will be made in Delaware but there may be existing filings in
Kentucky that will be good through the end of the five year transition period).
Existing local filings remain valid after July 1, 2001, until they would otherwise lapse, or July
1, 2006, whichever is earlier. However, any amendment, other than termination, including
continuation, is through a new "in-lieu-of' (ILO) fmancing statement flied with the Kentucky
Secretary of State. If the debtor is a foreign organization, the ILO filing is with the Secretary of
State in the state of its organization. Reference in the ILO financing statement to the old filing
preserves the priority of the old filing in the new filing office.
Watch for filings with an expiration date in the last half of 2001, on which continuation
statements were filed at the county level during the frrst six months of 2001. These filings would,
under original Article 9, have remained valid until five years from the date they were set to expire
in the last half of2001. These financing statements now expire June 30,2006 and must be continued
through an ILO before July 1, 2006.
Ifyou have an existing filing in another state, that does not have to be moved through an ILO,
that would have expired in the last half of 2001, the filings must be continued prior to July 1, 2006.
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The potential trap could relate to as may as 20% of existing filings in other states, but when reduced
by the fraction of filings actually continued, the effect should be minimal. Kentucky misses this
problem because all local filings must be moved prior to July 1,2006.
Continuation of a financing statement through an ILO financing statement filed in a new
office does not extend the effective period for five years from the lapse date of the old fmancing
statement.. Any new filing with the· Kentucky Secretary of State,· or a filing required in a new state,
will have a life of its own and expire five years from the date on which it is filed.

An ILO financing statement must meet all of the ordinary requirements for a financing
statement and must additionally: (i) identify the prior filing by filing office, date of filing, and
file numbers of the original filing and of the most recent continuation statement (if any); and
(ii) indicate that the prior filing remains effective. K.R.S. 355.9-706(3).
The most frequent error being made on ILOs is not including a description of the collateral.
Many secured parties have filed ILOs that include all of the information about the prior financing
statement at the county level but do not describe the collateral covered by the ILO. Filing officers,
particularly the electronic systems, do not police this type of error, it is secured party beware.
There is a reason for requiring a collateral description on an ILO; the ILO is a brand new
fmancing statement that must stand entirely on its own. A searcher of the Secretary of State's
records should not be required to do a subsequent manual search in a county clerk's office to
determine the collateral covered by the in-lieu-of initial financing statement filed with the Secretary
of State.
In Kentucky, and most other states, local filing offices are not required to keep existing UCC
records after July 1, 2008. Kentucky adopted a no.n-uniform transition rule that allows secured
parties to send a copy of ILO continuations to the county clerk where the original filing was made
and requires the clerk to maintain the uee fue in the local office as long as it remains effective in
the new central filing system. K.R.S.355.9-706(4).
The secured party may use an ILO financing statement to merge multiple local filings into
a single new fmancing statement at the new filing office. The requisite information for all of the
prior filings must appear in the single ILO filing. The merger can be accomplished because an ILO
fmancing statement may be filed in the new filing office anytime during the transition period, not
just during the last six months of the effective period of the old financing statement.
The merger of multiple prior filings can only be done in Kentucky through a paper filing, The
Secretary of State's electronic filing system will not accept ILO prior filing information for more
than one existing filing. This limitation will be fixed during a future update of the electronic system.
Unless multiple fmancing statements are included on the frrst ILO fmancing statement, or
an amendment is required, there is no reason to fue in the new office before a continuation is due
or other amendment needed. The Kentucky Secretary of State discourages early filing because of
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the massive transition taking place in the Commonwealth. Spreading the transition over five years
will ease the process for filer and filing office alike.
When Revised Article 9 requires filing in a new filing office and the secured party must
amend the existing financing statement, any of three methods can accomplish the amendment: (i)
an initial fmancing statement followed by an amendment; (ii) an initial financing statement together
with an amendment; or (iii) an initial financing statement that indicates the information provided in
the financing statement, as amended. In each instance the initial fmancing statement must include
all of the information required for an ILO filing.
Where Revised Article 9 requires an ILO filing in a new state, the place to flie is the
residence of the debtor. For organizations, their residence is the state in which the organization was
formed. If a business that exists only in Louisville, Kentucky, is a Delaware corporation, the place
to flie under Revised Article 9 is the Secretary of State of Delaware. Don't allow a required
continuation date to slip up on you if an ILO must be filed in a different state. There are reports of
two and three week backups at the Delaware Secretary of State's UCC filing office.
When Revised Article 9 changes the state or place of filing (nearly all filings in Kentucky
change to the Secretary of State), the transition rule runs for five years. However, Revised Article
9's other requirements for enforceability and perfection are under a one year transition rule and must
be met by July 1, 2002, or the security interest willno longer be perfected.
An example of a transaction covered by the one year rule is a security interest supporting a
consumer loan that describes the collateral as "all securities accounts." Revised Article 9 requires
a more specific description of that type of collateral. Other examples requiring action within the next
year include security interests in commercial tort claims (newly within the scope of Article 9),
collateral in the possession of a bailee that has not acknowledged the security interest, nonpossessory agricultural liens (that must now be filed in the Article 9 system), and property
reclassified by Revised Article 9 (such as lottery winnings that were general intangibles under the
old and are accounts under the new law).
The one year rule applies to content related issues for both fmancing statements and security
agreements. The five-year rule only applies wh~.n Revised Article 9 requires a change in filing
offices within this state or to another state.
In Kentucky, the most important application of the one year rule will be perfection on coal
and accounts arising from the sale of coal. The change on coal is because of a non-uniform
amendment to Kentucky's original Article 9 that the Legislature did not include in Revised Article
9. Under the old law, fmancing statements covering coal, unlike other forms of minerals, did not
have to describe the real estate from which the debtor mined the coal, and did not have to be filed
in the same office as the real estate records for the land from which the coal was mined.
Revised Article 9 requires that a financing statement listing any form of "as extracted"
collateral and accounts arising from the sale of such collateral, including coal, show that it covers
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that type of collateral, recite that it is to be fued in the real property records, describe the real estate
to which the collateral is related, and list the name of the owner of the real property if different from
the debtor. The secured party must file the financing statement in the same office as a mortgage on
the real estate would be filed.
The same perfection requirements apply to accounts arising from the sale of as extracted
collateral at the·minehead or wellhead. Kentucky's oil and gas industry has been subject to these
rules since 1987 but the application of the rules to coal is new.
Secured parties with an interest in coal will need to file in-lieu-offinancing statements in the
appropriate county clerk's office. The ILO filings must list the required information about the prior
filing (office where filed, fue date and number for the filing and for the most recent continuation,
and a statement that the filing remains effective), and the information required by Revised Article
9 for as extracted collateral.
The ILO filing may be only a new filing in a different record book in the same office.
However, if a security interest is now perfected in the county where the coal company's registered
office is located, and that is a different county from the county where the coal was mined, the ILO
filing will be in a new office. Security interests that under the old law could be perfected with a
single filing may now require filing in several cqunties. The national form financing statement
addendum makes filing on as extracted security easy with its fill in the blank system.
If your portfolio includes governmental debtors you must also be thinking about the one year
rule in states that have not exempted governmental transfers. If a transaction is governed by the law
of a state not enacting the governmental debtor exemption (as many as 29 states), you must perfect
your security interest in the collateral of a government or governmental unit before July 1, 2002.

Default and Enforcement
Despite efforts to eliminate self help repossession as a remedy on consumer debts, Revised
Article 9 preserves the right to self-help repossession for all debtors as long as there is no breach of
the peace. The new Official Commentary (adopted by Kentucky at K.R.S. 355.1-110) reiterates the
rule that a repossessing secured party may not "informally" use a law-enforcement officer to
facilitate self-help repossession without benefit of judicial process.
Revised Article 9 creates several distinctions between the default and enforcement rules for
consumer and commercial transactions. One of the most important distinctions created in the new
enforcement rules concerns who is entitled to receive a notice of disposition of collateral (the new
name for a notice of sale). In consumer and commercial transactions, debtors, owners of the
collateral, and obligors, those who owe payment on the debt, are entitled to receive the notice. This
is not a change from existing law.
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If the repossessed collateral is other than consumer goods, the secured party, regardless of
its priority position, has a statutory duty to search the uee records and notify any other creditor filed
on the collateral of the intended disposition. This is a return to the rule that existed prior to the 1972
Amendments (adopted in Kentucky effective July 15, 1987).
Mer July 1, 2006, the search can be completely accomplished through your computer. Until
then, sending all ofthe prescribed notices requires an electronic Bearch of the Secretary of State's
records and a physical search of filings in the appropriate county clerks' offices.
The new enforcement rules also introduce "safe harbor" notices that remove any question
about the required content of the notice. Revised Article 9 specifies different forms of notice for
consumer and commercial transactions and for public and private sales. The model consumer
notices are in a "plain English" format and titled "Notice of Our Plan to Sell Property."
In a commercial transaction, Revised Article 9 deems a 10 day notice to be commercially
reasonable as a matter of law. In consumer transactions, whether a secured party gives reasonable
advance notice is a question of fact. The new consumer notice is styled a "Notice of Our Intent to
Sell Property." It will be up to the courts to determine a reasonable notice period for consumer
notices. One nationwide automobile [mance source has adopted a 15 day standard.
Mer the sale (or other disposition), Revised Article 9 requires a new and additional form of
notice to consumer debtors. The secured party must send a written explanation of whether there is
a deficiency or surplus. The notice must contain very specific information that appears in the precise
order required by the new statute. If there is a deficiency, the secured party must send the notice to
the consumer before or when the secured party first makes written demand for payment. Otherwise
the secured party sends the notice with the payment of a surplus or within 14 days of a debtor's
request.
Kentucky enacted a non-uniform enforcement provision regarding repossession titles. The
provision specifies that obtaining a repossession title is not a disposition requiring notice and is not
a form of strict foreclosure. This provision allows parties with a lien on titled property to obtain a
repossession title without fear of losing the right to collect any deficiency after a sale. When the
secured party obtains a repossession title in its name before the sale, the purchaser at the
repossession sale obtains immediate title and the right to resell the property, thus enhancing the value
to the purchaser.
The remedy of strict foreclosure, accepting collateral in-lieu of the debt, expands for
commercial creditors. Original Article 9 restricted the remedy to an all or nothing basis. Now,
commercial secured parties can offer strict foreclosure on limited collateral and in partial satisfaction
of a debt.
Revised Article 9 eliminates nationally the absolute bar rule as a punishment for creditors
that do not precisely perform their duties in foreclosing on collateral. The rule, in many states,
prohibited a secured party from recovering a deficiency judgment if it committed even the smallest
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error in sale procedure on any part of the repossessed collateral. At least two states prohibited
recovery on a mortgage of real estate collateral if there was a failure in the sale procedure on
personal property collateral.
For commercial debtors, Revised Article 9 replaced the absolute bar rule with the rebuttable
presumption rule. Under that rule, if a creditor does not properly perform all aspects of the
disposition,it creates a presumption that the value ofthe collateral equals the amount of the debt.
However, the secured party can rebut the presumption with evidence that the failure in sale
procedure did not result in that amount of damage to the debtor.
Kentucky made the change from the absolute bar rule to rebuttable presumption rule in 1991
in Holt v. Peoples' Bank of Mount Washington, Ky., 814 S.W.2d 568 (1991). The Kentucky
Supreme Court adopted the rebuttable presumptio·n rule for all errors in the sale of personal property
collateral except for the notice of sale. Revised Article 9 now voids that lone exception for
commercial dispositions and applies the rebuttable presumption to all sale errors.
Because Revised Article 9 leaves it to the law of the states on whether the rebuttable
presumption rule applies to consumer transactions, the Holt decision continues to control in
consumer sales. Thus, the rebuttable presumption rule applies to consumer dispositions in Kentucky
except for instances where there is a failure of notice; then the absolute bar applies.
A new automatic penalty of $500 applies in consumer goods transactions for such things as
failure to file or send a termination statement and a pattern of failure to send the explanation of
surplus or deficiency. The consumer remedy for misconduct in a sale of collateral, a penalty equal
to the interest plus 10% of the principal or cash price, is retained from original Article 9.

Title Liens
All aspects of perfection on titled property (motor vehicles, trailers, boats, etc.) in Kentucky
remain at the county clerk level. The most important change for Kentucky title liens is the sunset
rule in Kentucky, effective July 1, 2001. Kentucky has also adopted a new form of multipurpose
Title Lien Statement that is available in paper form and in an electronic interactive version..
Title liens, formerly valid until terminated by the secured party, now lapse after seven years
on motor vehicles, boats and other forms of title property except for manufactured housing. Title
liens on manufactured housing have an initial effective period of 30 years (the original legislation
set the period at 14 years, the 2001 Legislature extended the perfection period to 30 years). Secured
parties may file a continuation statement during the last six months of the effective period and extend
the title lien for seven years from the lapse date.
For title liens more than seven years old on July 1, 2001, secured parties had through
December 31, 2001, to fue a continuation. If a title lien reached its seventh anniversary before
2002, and the secured party did not file a continuation, the perfection of the lien (but not the security
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interest) has expired. The lien may still appear on the face of the title, however, a county clerk can
remove it. Expiration of the title lien does not prohibit repossession but may result in loss of the
collateral to another lien holder or trustee in bankruptcy. If the, collateral is not lost, obtaining a
repossession title will require a court order.
A continuation statement filed during the transition period only continues a title lien for
seven years from the date it would· have otherwise lapsed"not seven years from the date the secured
party filed the continuation. E.g., if a continuation was filed during the six month transition period
for a title lien that would have lapsed on July 1, 1995, its new lapse date is July 1, 2002. Filing the
second continuation statement, during the first six months of 2002, continues the effective period
for the title lien through June 30, 2009.
The county clerk collects no fee for filing a continuation of a title lien. An increase in the
title lien fee from $17.00 to $21.00 covers the administration of the continuation system.
The statutory requirements for title lien continuation left several voids that were filled with
an administrative regulation promulgated by the Kentucky Transportation Cabinet and effective
December 19, 2001 (601 K.A.R. 9-210). The regulation specifies that continuation statements are
fued in the county clerk's office where the original lien was filed, and, as with DCC continuations,
the title lien continuation must be filed before the close of business on the date the lien would
otherwise lapse but can be filed no sooner than six months before the date of expiration.
The regulation also adopted a new form for the Title Lien Statement (TC 96-187E, revised
December 28, 2001). The form is available from county clerks' offices as a paper form and on line
in an electronic version. The new form can be used for initial filings, continuations and terminations.
There is a check block system at the top of the form that specifies whether it is an original filing, a
continuation, or a termination.
When the Transportation Cabinet did not have a continuation form ready on July 1, 2001,
most county clerks accepted any type of form to continue title liens, such as the old DCC-3, if the
required information about the debtor, secured party, and identification of the existing title lien by
date and fue number was on the document. Now, title lien continuations should always be on form
TC 96-187E.
The electronic version of the title lien statement is interactive. It can be completed and
corrected on-line and then printed at your desk.
The electronic form
is found at
www.kytc.state.ky.uslkytci-forms/ (then click on "KYTC I-Forms Library" and scroll down and click
on ''Title Lien Statement").
Signature lines appear on the new Title Lien Statement, however, there is neither a statutory
nor a regulatory requirement for manual signatures. The provision for manual signatures is a
reaction to the concern of some clerks and secured parties that permitting lien termination without
a manual signature will promote fraudulent terminations. Other secured parties prefer the efficiency
of electronically produced terminations.
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Some county clerks remain hesitant to accept initial title lien statements without a debtor's
signature. The authority is statutory but is not straight forward. KRS 186A.193 adopts, for title lien
statements, the requirements for initial fmancing statements set out in KRS 355.9-502(1). That
statute, and its Official Commentary, make it clear that the debtor's signature is not required.
However, as with initial fmancing statements, if the debtor has not signed the title lien statement,
the secured party must have either the implied authority of a security agreement, or the explicit
authority of another authenticated wFiting, to flie the title lien statement.
Kentucky has also eliminated the requirement that secured parties file an assignment of title
liens. This created a paper work nightmare for secured parties who sought to securitize chattel paper
as well as imposing a $10.00 fee for each title assigned. A remaining issue on the assignment of
motor vehicle paper is that only the original secured party may terminate a title lien. To avoid
having to file an assignment, an assignee of a Kentucky title lien should, at the time of assignment,
obtain the authority of the assignor to terminate the title lien in the name of the assignor.
Another important change in the title lien laws extends the period in which to perfect the title
lien from 15 to 20 days after the security interest is granted by the debtor. This change brings
perfection under Kentucky's title lien system into sync with the perfection periods for non-titled
collateral under revised Article 9, for all property under Federal bankruptcy law.
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John Y. Brown III
"Making Kentucky Business-Friendly and Government User-Friendly. "

Monday, ApnlOl, 2002

Make an initial or in-lieu uee filing
When validating your filing, the presence or absence of fields is checked~ The contents of these fields is NOT checked. For your filing to be
effective, the contents ofthe fields must be correct Please verify the data you have entered before clicking on the FILE button, which is at
the bottom of this form.

Debtor 1
Enter the debtor's exact full legal name. Use either line 1a or Ib, but not both. Do not abbreviate or combine names. The mailing address.
city, state and postal code are all required. Ifan organization name is entered in la, all of Ie, If, and Ig must be completed.
lao Organization's Name

or

I
I.

Ib. Individual's Last Name

.

r.__.. .

Ie. Mailing Address

Middle Name

First Name

.._._._ .

.,__..

Add'. info re
organization
debtor

,._

.__ ._. -"'--'-Postal Code

I.. _~ ll

I .....

I.

,.
State

City

Suffix

...

------_.

Country

.

I .__

Ie. Type of organization

If. Jwisdiction of organization

I g. organization 10#, if any

I. ...._...._..._..

1._.. _.... """--'_..,__..__..__.._-_._.-

1.__.._ - _... _--- -- ... '

r

NoorgID#

Debtor 2
Enter an additional debto~s exact full legal name. Use either line 2a or 2b, but not both. Do not abbreviate or combine names. The mailing
address, city, state and postal code are all required. Ifan organization name is entered in 2a, all of2e, 2f, and 2g must be completed.
13. Organization's Name

or

I __
I -'. . ___ .__.._._~.. .'., .
H •••••••••••••••

2b. Individual's Last Name

2c. Mailing Address

First Name

Middle Narr.e

1._....._._.._--_.._---_..

1_.

City

State

1.--__ .._...- ....._.
Add'l info re
organization
debtor

2e. Type of organization

..~

., ......- -..'

2f. Jurisdiction of organization

I.. . . ._. . __.. -_. __._ _.'_'.. . . :

Suffix

--_

I ....--.

.

Countn;

Postal Code

I ." - __.; 1.._...
2g. organization 10#, if any

1._

_.._-_

.

r

NoorglD#

Debtor 3
Enter an additional debtor's exact full legal name. Use either line 3a or 3b, but not both. Do not abbreviate or combine names. The mailing
address, city, state and postal code are all required. If an organization name is entered in 3a, all of 3e, 3f, and 3g must be completed.
3a. Organization's Name

or
3b. Individual's Last Name

First Name
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Middle N'lme

Suffix

L

._u. __ ..
3e. Type of organization

t--__.-. __..

i

State

Citv

I--_~.- .._-_._-_ ..·-.--------

Add' info re
organization
debtor

t

I

3c. Mailing Address

Postal Code

L. .... I __-...

.

3g. organization 10#, if any

.. -

t.-- . __.. . __- -__

I_Country

..__. I._.~ __-----_.

r:

Noorg 10#

Secured Party 1
Enter the secured party's exact full legal name. Use either line 4a or 4b, but not both. Do not abbreviate or combine names. The mailing
city, state and postal code are all required.

address~

48. Organization's Name

or

I

4b. Individual's Last Name

First Name

Middle Name

1 .._._.. ~ ..--.._._ . _~. -

I
I.

I
I

4c. Mailing Address

Citv

State

SuffIX

L-. .__ -__.. _
Postal Code

Country

,.

---_ ... -.--..---

Secured Party 2
Enter an additional secured party's exact full legal name. Use either line 5a or 5b, but not both. Do not abbreviate or combine names. The
mailing address, city, state and postal code are all required.
Sa. Organization's Name

or

I

Sb. Individual's Last Name

First Name

1....- ,,_,.,, ._ .,.

I

x. Mailing Address

Middle Name

SuffIX

1-_ ...

1

State

City

Postal C <Xi ~

I

1.-

----

Country

1_--_-_-_. __._..--

Filer
6a. Organization's Name

or

t-..-.-._.. .- .._

6b. Individual's Last Name

First Name

1.__.. ---.__ "'_ -

'---

6c. Mail!ng Ad~~s~

1- ..--_.__- _.__

.·0__•

City

._ • . . • . • _•..•••_ .._._. _., _

.•

.

Middle Name

Suffix

I..--

1_.-__--. -- _. -_....

State

I :._ _ -.-.--.-_.. -.-.-- .

Postal C oc ~

L- ..... _. . ,_ ..--. --- -- _._. .

C~untIy_ _...--~

L-.---._-

Collateral
Up to 8000 characters of collateral infonnation may be entered in this box. For an in-lieu filing which continues or amends a statement
originally filed in another jurisdiction, a restatement of the collateral is required in this field.

In-lieu information
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Click here for a discussion of in-lieu filings, which are used to continue an existing fmancing statement originally filed in another
jurisdiction. lnfonnation entered in this section is stored in an additional collateral field. KRS 355.9-706(3) discusses the requirements fo: 3I
in-lieu filing.
I. Previous Jurisdiction

I.. -.. _-.. . ._.__.. _-- _. ._ . . _.__ :
If a continuation was flied in the previous jurisdiction.
complete the next two faclds:

3. Previous Initial File Date and Time

2. Previous Initial File Number

I..

._.

._-i

4. Previous most recent continuation
File Number

I .__._._._-_._--_._---~

I -_ --_ _- __"__.__ -.--- __;
S. Previous most recent continuation
File Date and Time

I _..'_ "'- --- - ,-_

-._. .

Alternative Designation
(fyou wish to use alternate tenns for the debtor and secured party, check the appropriate box below.

r None
Lessee I Lessor
Consignee / Consignor
r Bailee / Bailor
\ Seller I Buyer (of accounts I chattel paper)
,

r:

Alternate Filing Type

r
r
r
r

None
Agricultural Lien
Manufactured Home
Public Finance
(' Transmitting Utility

i1ie·.J
". . .

If you have questions or comments about the UCC online services, please contact: Ahanly@maif.sos.stc:e. k •. J~
UCC Branch
363 Mare Manor, Frankfort, KY 40601

Office:(502) 573-0265
If you have questions or comments about the Secretary of State's web site, please contact:
Lsummers@mail.sos.state.ky.us
700 Capital Avenue Suite 152, State Capitol Frankfort, KY 40601

Office:(502) 564-3490
Fax:(502) 564-5687
privacy/security policy
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UCC FINANCING STATEMENT
FOlLOW INSTRUCTIONS (front and back) CAREFULLY
A. NAME & PHONE OF CONTACT AT FILER (optionaq

'8. SEND ACKNOWLEDGMENT TO: (Name and Address)

L

THE ABOVE SPACE IS FOR FILING OFFICE USE ONLY

1. DEBTOR'S EXACT FULL LEGAL NAMe· in8ertorlyQ08 debtornsme (180( 1b)·donof8bbnM8teOfoombinenames
1a. ORGANIZATIOtrS NAME

OR

1b. INDIVIDUAL'S lAST NAME

1c. MAlUNG AOORESS

1d. TAX 101:

SSNOREIN

I

AOO'L INFO RE

ORGANZAnON
DEBTOR

ARSTNAME

MIOOLENAME

aTY

STATE

I'e. TYPE OF ORGANIZATION
,

1f. JURiSOtCTlON OF ORGANlZAnON

t

I

POSTAl. CODE

SUffiX

COUNTRY

19. ORGANIZATIONAL 10 II, if any

o

I

fOE

2. AOOmONAl DEBTOR'S EXACT FULL LEGAL NAME • in&ert crif goa de04Df rwne (2a 0( 2b). do not 8btM1Mate 0( combine names
2a. ORGANIZATION'S NAME
OR

2b. INOMOUAL.'S lAST NAME

2c. MAILING ADDRESS

2d. TAX 10#:

SSNOREIN

I

ADO'L INFO RE

ORGANZAl10N
DEBTOR

\2e. TYPE OF ORGANIZATION
I

FIRST NAME

MlOOlENAME

01Y

STATE

,

21. JURISDICTION OF ORGANlZATlON

I

POSTAl. CODE

SUFFIX

COUNTRY

2g. ORGANlZATIONA1.10 II, if any

nNONE

I

3. SECURED PARTY'S NAME (0( NAME of TOTAl ASSIGNEE of ASSIGNOR SIP). insert ontygog secured party name (3a 0( 3b)
3a. ORGANIZATION'S NAME
OR

3b. INOMOUAl'S lAST NAME

3c. MAILING ADDRESS

FIRST NAME

MIOOlENAME

SUFFIX

01Y

STATE

CCXJNTRY

4. This FINANCING STATEMENT IoOY«'S 1M following coItateral:

8. OPTIONAL FILER REFERENCE DATA

FILING OFFICE COpy -

NATIONAL UCC FINANCING STATEMENT (FORM UCC1) (REV. 07129/98)
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IPOSTAI. CODE

Instructions for National UCC Financing Statement (Fonn UCC1)
Please type or laser-print this tonn. Be sure It is completely legible. Read aU Instructions, especially Instruction 1; correct Debtor name is crucial. Follow
Instructions completely.
AI in form very carefully; mistakes may have important legalconsequences. If you have questions, consult your attorney. Filing office cannot give legal advice.
Do not insert anything in the open space in the upper portion of this form; it is reserved for filing office use.
When property completed, send Filing Office Copy, with required fee, to filing offICe. If you want an acknowledgment. complete item B and, if filing in a filing
offICe that rebms an aclcnowledgmentcopyfumished by filer, you may also send Acknowledgment Copy; otherwise detach. If you want to make a search
request. complete item 7 (after reading Instruction 7 below) and send Search Report Copy, otherwise detach. AJways detach Debtor and Secured Party
Copies.
If you need to use attachments, use 8-1/2 X 11 inch sheets and put at the top of each sheet the name of the first Debtor, formatted exactly as it appears in
item 1 of this form; you are encouraged to use Addendum (Form UCC1Ad).
A. To assist filing offices that might wish to communicate with filer, filer may provide information in item A. This item is optional.
B. Complete Item B if you want an acknowledgment sent to you. If filing in a filing office that returns an acknowledgment copy furnished by filer, present
simuftaneously with this form a carbon or other copy of this fann for use as an acknowtedgment copy.
1.

Debtorname: Enteroolyooe Debtocoame in item 1, an organization's
name (1a)gr an individual's name (1b). Enter Debto(sexact fun legal
~. Don'abbreviate.

1a. Organjzatjon Debtor. "Organization- means an entity having a legal
identityseparate from its owner. A partnership is an organization; a sole
proprietorship is not an organization, even if it does business under a
trade name. If Debtor is a partnership, enter exad full legal name of
partnership; you need not enter names of partners 8S additional Debtors.
if Debtoris a registered organization (e.g., corporation, limited partnership,
limited liabifitycompany), it is advisable toexamine Debtot"scurrentfiled
charter documents to detennine Debtor's correct name, organization
type, and jurisdiction oforganization.
1b. Individyal Debtor. -Individuaf means a natural person; this includes a
sole proprietorship, whetheror not operating undera trade name. Don't
use prefIXes (Mr., Mrs., Ms.). Use suffix box onlyfortittes oflineage (Jr.,
Sr., III) and not for other suffixes or titles (e.g., M.D.). Use married
woman's personal name (Mary Smith. not Mrs. John Smith). Enter
individual Debtor's family name (surname) in Last Name box. first given
name in First Name box, and all additional given names in Middle Name
box.
For bothorganjzation and individual pebtors: Don't use Debtor's trade
name, DBA, AKA, FKA, Division name, etc. in place oforcombined with
Debtor's legal name: you may add such other names as additional
Debtors if you wish (but this is neither required nor recommended).

2.

If an additional Debtor is incfuded, complete item 2. determined and
formatted per Instruction 1. To indude further additional Debtors, or one
or more additional Secured Parties. attach either Addendum (Form
UCC1Ad) orother additional page(s), using correct name format. Follow
Instruction 1 for determining and formatting additional names.

3.

Enter infonnation for Secured Party or Total Assignee, determined and
fonnatted per Instruction 1. If there is more than one Secured Party, see
Instruction 2. Ifthere has been a total assignment ofthe Secured Party's
interest prior to filing this fonn, you may either (1) enter Assignor SIP's
name and address in item 3 and file an Amendment (Form UCC3) (see
item 5 of that fonn]: or (2) enter Total Assignee's name and address in
item 3 and, if you wish, also attaching Addendum (Form UCC1Ad) giving
Assignor SIP's name and address in item 12.

4.

Use item 4 to indicate the collateral covered by this Financing Statement.
If space in item 4 is insufficient, put the entire collateral description or
continuation of the collateral description on either Addendum (Form
UCC1Ad) or other attached additionalpage(s).

5.

If filer desires (at filer's option) to use titles of lessee and lessor, or
consignee and consignor, or seller and buyer (in the case of accounts or
chattel paper), or bailee and bailor instead of Debtor and Secured Party,
check the appropriate box in item 5. If this is an agricultural lien (as
defined in applicable Commercial Code) filing or is otherwise not a UCC
security interest filing (e.g., a tax lien, judgment lien, etc.), check the
appropriate box in item 5, complete items 1-7 as applicable and attach any
other items required under other law.

6.

If this Financing Statement is filed as a fixture filing or if the collateral
consists of timber to be cut or as-extracted collateral, complete items 15, check the box in item 6, and complete the required information (items
13, 14 andlor 15) on Addendum (Form UCC 1Ad).

7.

This item is optional. Check appropriate box in item 7 to request Search
Report(s) on all or some of the Debtors named in this Financing Statement.
The Report will list all Financing Statementson file against the designated
Debtor on the date of the Report, including this Financing Statement.
1 here i~ an adoitionai fee fClr ~ach Rapcrt. If you h3ve check~d a bcx in
item 7, file Search Report Copy together with Filing Officer Copy (and
Acknowledgment Copy). Note: Not all states do searches and not all
states win honora search request made via this fonn: some states require
a separate request form.

8.

This item is optional and is for file(s use only. For filer's convenience of
reference, fiter may enter in item 8 any identifying infvrmation (e.g.,
Secured Party's loan number. law firm file number. Debtor's name or
other identification. state in which form is being filed. etc.) that filer may
find useful.

1c. An address is always required for the Debtor named in 1a or 1b.
1d. Debtor's taxpayer identification number (tax 10 #) - social security
number or employer identifICation number - may be required in some
states.
1eJ,g. -Additional information re organization Debtor" is always required. Type
oforganization and jurisdiction of organization as well as Debtor's exact
legal name can be detenninedfrom Debtor's curentfiled charterdocument.
OrganizationallD #, if any, is assigned by the agency where the charter
documentwas filed: this is differentfrom tax 10 #; this should be entered
preceded by the 2-character U.S. Postal identification ot state OT
organization if one ofthe United States (e.g., CA12345, for a California
corporation whose organizational 10 # is 12345): if agency does not
assign organizationallD #, check box in item 19 indicating -none:

Note: If Debtoris a trust or a trustee acting with respect to property held in trust.
enter Debtor's name in item 1 and attach Addendum (Form UCC1Ad) and
check appropriate box in item 17. IfDebtor is a decedenfs estate, enter name
ofdeceased individual in item 1b and attach Addendum (Form UCC1Ad) and
check appropriate box in item 17. If Debtor is a transmitting utility or this
Financing Statement is filed in connection with a Manufactured-Home
Transaction or a Public-Finance Transaction as defined in applicable
Commercial Code, attach Addendum (Form UCC1Ad) and check appropriate
box in item 18.
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UCC FINANCING STATEMENT ADDENDUM
FOlLOW INSTRUCTIONS (front end back) CAREFUUY
9. NAME OF FIRST DEBTOR (18 or 1b) ON RELATED FINANCING STATEMENT
9a. ORGANIZATION'S NAME

OR...--------------......------------....IARST NAAE

lIb.INDMDUAL'S lAST NAME

-I

I"'IOOLE NAME.SUfFIX

10.MISCEUANEOUS:

THE ABOVE SPACE IS FOR FILING OFFICE USE ONLY
11. ADDITIONAl DEBTOR'S EXACT FULL LEGAL N~.':: - insert only IDt name (1 1a or 11b)· do not abbreviate or combine names
118. ORGANIZAnON'S NAME

OR 11b. INDIVIDUAl'S LAST NAME

11c. MAILING AOORESS

l1d. TAX 10 #:

IAOO'L INFO RE

SSN OR EIN

ORGANZAnON
DEBTOR

12.

MIDOlENAME

SUFFIX

STAlE

COUNTRY

FIRST NAME

111e. TY~:': ·:AGANIZATION

I

n ADDtTIONAlSECURED PARTY'S n ~SSIGNOR SIP'S
f.U

111. JURISDICTION OF ORGANIZATION

I

IPOSTAlCOOE

11 g. ORGANtZATIONAlID II, if any

,

nN0'4E

NAME -insertontygnename(12aor12b)

118. ORGANIZATION'S NAME

OR 12b. INDIVIDUAl'S LAST NAME

FIRST NAME

12c.. MAILING ADDRESS

13. This FINANCING STATEMENT covers
collateral. or is filed as a

0

0 timber

to be

c....

'Y

0

a~X'1racled

MIDDLE NAME

SUFFIX

STATE

COUNTRY

IPOSTAlCOOE

16. Additionat collateral description:

fixture filing.

14. Description d real estate:

15. Name and address of a RECORD OWNER of above<~::'":~ real estate
(If Detltor does not have a record intefestl:

i

Che<:k gnJy if applicable and check ~ one box.

17

jij,,=~Of IS

'
o
I10

a

~ C~

Trust or

Trustee acting with re~~ to property held in trust or

oolx if appltcable and dleck

Q(JJy one box.

Debtor is a TRANSMtmNG UTILITY

!

FlUNG OfFICE COpy -

NATIONAl UCC FIN;..·.

::.Ie<j In connection W1th a Manufactured·Home Transaction -

;::.it:d

If'

connection wrth a PlIbhc-Finance Transaction -

:·.G STATEMENT AD:JENDUM (FORM UCC1Ad) (REV. 07/29/98)
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effective 30 years

effectlve 30 years

Decedent's Estate

Instructions for National UCC Financing Statement Addendum (fonn UCC1Aa,
9.

Insert name of first Debtor shown on Financing Statement to which this ~endum is related. exactly as shown in item 1 of Financing Statement.

10.

Miscellaneous: Undercertain circumstances. additional information not provided on Fanancing Statement may be required. Also, some states have
non-unifonn requirements. Use this space to provide such additional infonnation or to comply with such requirements; otherwise,leave blank.

11.

Ifthis Addendum addsanadditionaJ Debfor,oompIete item 11 in acoordance withJostruction 1 on Financing Statement To add more than one adortional
Debtor, eitheruse an additional Addendum form for each additional Debtor ()t' replicate for each additional Debtor thefonnatting of Financing Statement
item 1 on an 8-1/2 X 11 inch sheet (showing at the top of the sheet the name of the first Debtor shown on the Financing Statement). and in either case
give complete information for each additional Debtor in accordance with Instruction 1 on Financing Statement. All additional Debtor information.
especially the name. must be presented in proper format exactly identica I to the fonnat of item 1 of Financing Statement.

12.

Ifthis Addendum adds an additional Secured Party. complete item 12 in accordance with Instruction 3 on Financing Statement. In the case of a total
assignment of the Secured Party's interest before the filing of this Finandng Statement, if filer has given the name and address of the Total Assignee
in item 3 of the Financing Statement. filer may give the Assignor S/P's na me and address in item 12.

13-15. Ifcollateral is timber to be cut or as-extracted collateral, or if this Financing S:atement is filed as a fixture filing. check appropriate box in item 13; provide
description of real estate in item 14; and, if Debtor is not a record owner of the described real estate. also provide, in item 15, the name and adOress
of a record owner. Also provide collateral description in item 4 of Financi~ Statement. Also check box 6 on Financing Statement. Description of real
estate must be sufficient under the applicable law of the jurisdiction where me real estate is located.
16.

Use this space to provide continued description of collateral. if you cannc~ complete description in item 4 of Financing Statement.

17.

If Debtor is a trust or a trustee acting with respect to property held in trus: or is a decedent's estate, check the appropriate box.

18.

If Debtor is a transmitting utility or if the Financing Statementretates to aM anufactured-Home Transaction or a Public-Finance Transaction asdefinec

in the applicable Commercial Code. check the appropriate box.
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UCC FINANCING STATEMENT AMENDMENT
FOllOW INSTRUCTIONS (front and back) CAREFULLY

A. NAME & PHONE OF CONTACT AT FILER (optional]
B. SEND ACKNOWLEDGMENT TO: (Name and Address)

r
L

THE ABOVE SPACE IS FOR FILING OFFICE USE ONLY
1b.

1a. INlTlAl fiNANCING STATEMENT ALE ,

1O
. 2.[ ] TERMINATION:

This fiNANCING STATEMENT AMENOME"~'Tis
to be filed [for record] (or recorded) in the
REAL ESTATE RECORDS .

Effec1ivene8s at the fNnc::ing Statement identified above is terminated with respect 10 security interest(s) fA the Secured Party authoriZing this Termination Statemen:.

3.LJ CONTINUATION:

Effectiveness of the Financing Statement identified above with C'8spect to security interest(s) fA the Secured Pafty authorizing this Continuation Statement is
continued for 1M additional period provided by applicable law.

ASSIGNMENT (lJU Of pwtial): Giw name at 8SS9lee in item 7a or 7b 8nd address at assignee in Item 7c:; and 8Iso giYe name at essignor in Men 9.

•.

5. AMENDMENT (PARTY INFORMATION): This Amendment affects
Debtor AC
SeoJred P8rty fA record.
Also dl8dl gQI of "e fcIIowing three box8s IDd ~de appropriate infofmetion in items 6 arwJ/Of 7.
OtANGE name andlor~: Give curent NCOt'd name in item 6e or 6b; also fjYe ntNI
name if name
in item 78 or 7b .mJOf new eddress if address
in Item 7c.

Check only SOl of \hese two boxes.

DElETE name: GMt rec::cxd Mme
to be delelsd in item 6a or 6b.

6. CURRENT RECORD INFORMATION:
68. ORGANlZAnON'S NAME

OR 6b. INDIVlOUAL'S LAST NAME

fiRST NAME

MIOOlENAME

SUFF1X

fiRST NAME

MIDDLE NAME

SUF"=~X

01Y

STATE

CO..."'TRY

7f. JURlSDICnON OF ORGANlZAnON

7g. ORGANtZATIONAl 1011, if any

7. CHANGED (NEW) OR ADDEO INFORMATION:
7a. ORGANIZATION'S NAME

OR

7b. INOtVIDUAL'S LAST NAME

7c. MAILING ADDRESS

7d. TAXID":

SSN OR EIN

IAOD1. INFO RE J7e. TYPE OF ORGANIZAT10N
0RGANlZA1100
DEBTOR

o

I

NONE

8. AMENDMENT ( COLLATERAL CHANGE): c:heck only SOt box.
Desa1be coUaCMaI

0

deleted or

0

IPOSTAlCOOE

added. or give

entireDrestated

collateral desaiption, or describe coltateral

o

assigned.

9 NAME Of SECURED PARTY Of RECORD AUTHORIZING THIS AMENDMENT (name of assignor, if this is an Assignment). If this is an Amendment authOtlZed by a 09=t.::-adds ooaateral Of adds the authorizing Oeb(Of. or if this is a Temtination authorized by a Debtor, chedl here
and enter name of DEBTOR authorizing thIS Amendment
98. ORGANIZATION·S NAME

OR 9b. INDIVIDUAL'S LAST NAME

FIRST NAME

MIDDLE NAME

10 OPTIONAL FILER REFERENCE DATA

FlUNG OFFICE COpy - NATIONAl UCC FINANCING STATEMENT AMENDMENT (FORM UCC3) (REV. 07/29/98)
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Instructions for National UCC Financing Statement AMENDMENT (Fonn UCC3)
Please type or laser-print this form. Be sure it is completely legible. Read an Instructions. especiany Instruction 1a; correct file number of initial financing
statement is crucial. Fonow Instructions completely.
Fill in fonn verycarefully; mistakes may have important legal consequences. If you have questions. consult your attorney. Filing office cannot give legal advice.
00 not Insert anything In the open space in the upper portion of this fonn; It is reserved for filing office use.
An Amendment may relate to only ooe financing statement Do not enter more than one file number in item 1a.
When property completed. send Filing OffICe Copy. with required fee. to filing office. If you want an acknowtedgment. complete item B and. if filing in a filing
off"tee that returns an acknowledgment copy furnished by filer. you mayalso send Acknowledgment Copy, otherwise detach. Always detach Debtorand
Secured Party Copies.
If you need to use attachments. use 8-1 f2. X 11 inch sheets and put atthe top ofeach sheet:·AMENOM ENT-ang the file numberofthe initial financing statement
to which this Amendment relates; you are encouraged to use Amendment Addendum (Form UCC3Ad).
Always complete items 1a and 9
A. To assist filing offICeS that might wish to communicate with filer, filer may provide Information in item A. This item is optional.
B. Completeitem Bfyouwantan acknowledgment sent to you. Iffiling in a filing office thatretums an acknow1edgmentcopy fumished byfder, presentsinultaneously
with this fonn a carbon or other copy of this fonn for use as an acknowledgment copy.

1a.

File number: Enter file numberof initial financing statement to which this
Amendment relates. Enteronly one file number. In some states, the file
number is not unique: in those states. also enter in item 1a. after the file
number. the date that the initial financing statement was filed.

1b. Only if this Amendment is to be filed or recorded in the real estate records.
check box 1b and also. in item 13 of Amendment Addendum. enter
Debtor's name. in proPer format exactly identical to the fonnat of item 1
offanancing statement, and name of record owner if Debtor does not have
a record interest.

5.7. To add a party: Check box in item 5 to indicate whether adding a Debtor
or Secured Party; also check box in item 5 to indicate that this is an
addition of a party; also enter all required information in item 7: name (7 a
or 7b) and address (7c); also. if adding a Debtor. tax 10 # (7d) in those
states where required. and additional organization Debtor information
(7e-g) if added Debtor is an organization. Note: The preferred method
forfiling against a new Debtor (an in<fMdual or organization not previousty
of record as a Debtor under this file number) is to file a new Financing
Statement (UCC1) and not an Amendment (UCC3).

8.

Collateral change. To change the collateral covered by the identified
financing statement. describe the change in item 8. This may be
accomplished either by describing thecollateral to be added or deleted, or
by setting forth in full the collateral description as it is to be effective after
the filing ofthis Amendment. indicating ctear1y the method chosen (check
the appropriate box). Ifthe space in item 8 is insufficient, use item 13 of
Amendment Addendum (Form UCC3Ad). A partial release ofco Ilatera I is
a deletion. If. due toa full release of all collateral. filer no longer daims a
security interest under the identified financing statement. check box 2
(Termination) and not box 8 (Collateral Change). If a partial assignment
consists of the assignment of some (but not all) of the collateral covered
by the identifaed financing statement. filer may indicate the assigned
collateral in item 8, check the appropriate box in item 8, and also comply
with instruction 4 above.

9.

Atways enter name of party of record authorizing this Amendment; in most
cases, this will be a Secured Party of record. If more than one authorizing
Secured Party, give additional name(s), property formatted. in item 130f
Amendment Addendum (Form UCC3Ad). If the indicated financ1ng
statement refers to the parties as lessee and lessor, or oonsignee and
consignor. or seller and buyer, instead of Debtor and Secured Party,
references in this Amendment shall be deemed likewise so to refer to the
parties. If this is an assignment. enter assignor's name. If this is an
Amendment authoriZed by a Debtor that adds collateral or adds a Debtor,
or if this is a Tennination authorized by a Debtor. check the box in item 9
and enter the name, property fonnatted. of the Debtor authorizing this
Am~r.di1ie:lt, ar:d, =t tr.is .A.~r.1mer.t or T~r!'ninC'tinn i~ to be filed or
recorded in the real estate records. also enter, in item 13 of Amendment
Addendum, name of Secured Party of record.

Note: Show purpose of this Amendment by checking box 2. 3. 4, 5 (in item 5
you must check two boxes) or 8: also complete items 6. 7 and/or 8 as
appropriate. Fler mayuse this Amendmentform to simultaneously acoompfish
bottldata changes (items 4. 5. and/or 8) and a Continuation (item 3). although
in some states filer may have to pay a separate fee for each purpose.

2.

To~the effectiveness of the identified financing statement with

respect to security interest(s) ofauthorizing Secured Party. checkbox 2.
See Instruction 9 below.

3.

To ~ the effectiveness ofthe identified financing statement with
respect to security interest(s) of authorizing Secured Party. check box 3.
See Instruction 9 below.

4.

To assign (i) all of assignor's interest under the identified financing
statement. or (ii) a partial interest In the security interest covered by the
identnted financing statement, or (iii) assign(\f"s full interest in some (but
not all) of the collateral covered by the identified financing statement:
Check box in item 4 and enter name of assignee in item 7a ifassignee is
an organization. or in item 7b. formatted as indicat6d. if assignee is an
individual. Complete 7a or 7b. but not both. Also enter assignee's
address in item 7c. Also enter name of assignor in item 9. If partial
Assignment affects only some (but not all) ofthe collateral covered by the
identified financing statement. filer may check appropriate box in item 8
and indicate affected collateral in item 8.

5,6,7.Tochange the name and/or address of a party: Check box in item 5 to
indicate whether this Amendment amends infonnation relating to a
Debtor or a Secured Party: also check box in item 5 to indicate that this
is a name and/or address change; also enter name of affected party
(current record name, in case of name change) in items 6a or 6b as
appropriate: and also give new name (7a or 7b) and/or new address (7 c)
in item 7.

10. This item is optional and is for filer's use only. For file(s convenience of
reference, filer may enter in item 10 any identifying information (e.g.,
Secured Party's loan number.lawflllTl f~e number, Debto(s name or other
identification, state in which form is being filed, etc.) that filer may find
useful.

5,6. To d.e1.e1e a party: Check box in item 5 to indicate whether deleting a
Debtor or a Secured Party; also check box in item 5 to indicate that this
is a deletion of a party: and also enter name (6a or 6b) of deleted party in
item 6.
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KENTUCKY TRANSPORTATION CABINET
Division of Motor Vehicle Licensing
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0712001

TITLE LIEN STATEMENT

D

OJ

ORIGINAL FILING

1. Oebtor(s) (Last Name First) and Address(es)

CONTINUATION

D

TERMINATION

Original File #

Original File"

Original File Date

Original fie Date

2. Secured Party and Address

For Filing OffICer

(Date. Time. Number and Filing Officer)

4. This Title Lien Statement covers the following:
MAKE

YEAR MODEL

VEHICLE IDENTIFICATION NUMBER

ADDITIONAL DESCRIPTION

Authentication of Debtor(s)

Authentication of Secured Party(s)

Date

Date

FILING OFFICER COpy
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CLASS ACTION LITIGATION
CHALLENGING NSF AND LATE FEES

I.

Introduction
There has been a notable increase in class action lawsuits filed in Kentucky against
financial institutions during the lastfew years. This litigation has focused on service fees
charged by the financial institutions. Two types of service fees have been under attack:

II.

1)

Service fees for honoring checks written against non-sufficient funds (NSF
fees); and

2)

Late fees charged in connection with consumer motor vehicle leases.

Overview of Class Actions

A.

Definition
The lawsuits filed"recently against Kentucky banks have been brought in the
fonnat of a class action - a type of lawsuit in which one or more named plaintiffs
pursue a case for themselves and as representatives of a defined class of similarly
situated persons. The claims of the "class representatives" must arise from factual
or legal issues common to the other class members.

B.

Class Certification
Before being allowed to proceed as a class action, the plaintiff must file a motion
asking the court to "certify" a class. The procedures for certifying a class are
governed in federal courts by Rule 23 of the Federal Rules of Civil Procedure and
in Kentucky state courts by Rule 23 of the Kentucky Rules of Civil Procedure.

C.

Prerequisites
1.

Numerosity - the class is so numerous that actually naming all members
of the class as parties to the lawsuit is impracticable;

2.

Commonality - there are questions of law or fact common to the class;

3.

Typicality - the claims of the representative plaintiff are typical of the
claims of the class; and
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4.

Adequacy - the representative plaintiffwill fairly and adequately protect
the interests of the entire class.

(Fed. R. Civ. P. 23(a); CR 23.01)

D.

Additional Requirements
In addition to the four requirements above, a plaintiff seeking to pursue a class
action must establish that the pursuit of separate lawsuits would create a risk of
inconsistent results or that questions of law or fact common to the members of the
class predominate over questions affecting only individual members and that a
class action is superior to other methods to litigate the case.
(Fed. R. Civ. P. 23(b); CR 23.02)

E.

Aggregation of Claims
One factor considered by the courts in certifying class actions is situations where
the monetary value of individual claims of class members is too small to provide
an incentive for any individual to bring a solo lawsuit. Amchem Prods., Inc. v.
Windsor, 521 U.S. 591, 617 (1997).

III.

NSF Fee Litigation
In 1998, a law firm in Louisville filed multiple putative class action lawsuits against
numerous banks challenging the legality of NSF fees charged by the banks. To the best
of the knowledge of the author, all of these lawsuits were ultimately resolved in favor of
the banks.

A.

The Nature of the Claims
These lawsuits claimed that the NSF fees charged by banks so greatly exceed the
bank's actual cost for processing the checks that the fees are unlawful under the
following causes of action:
1.

The NSF fees constitute unenforceable penalties;

2.

The NSF fees constitute a breach of the bank's duty of good faith and fair
dealing;

3.

The NSF fees are so high so as to be "unconscionable"; and

4.

Violation of the Kentucky Consumer Protection Act.
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B.

Signature Card/Account Agreement
The signature card/account agreement constitutes a contract between the bank and
customer which typically allows service fees to be imposed, advises the customer
of the amount of the service fees, and provides that the fees may be changed from
time to time.

1.

NSF Fee as "Unenforceable Penalty."
a.·

b.

Plaintiffs position.
(1)

Section 356 of RESTATEMENT (SECOND) OF CONTRACTS
(1981) provides that parties to a contract may agree to
liquidated damages for breach, "but only at an amount that
is reasonable in the light of the anticipated or actual loss
caused by the breach and the difficulties of proof of loss."
An unreasonably large liquidated damage is deemed to be
an "unenforceable penalty."

(2)

Plaintiffs assert that the account agreement is a contract of
adhesion in which the customer has limited or no
bargaining power, and that the contract should not be
enforceable against the customer.

(3)

Clark v. Marine Midland Bank, 413 N.Y.S.2d 9 (N.Y. App.
Div. 1979). Plaintiff alleged that a $5.00 NSF fee was
grossly disproportionate to the actual cost to the bank and
constituted an unlawful penalty. The court denied the
bank's motion to dismiss the claim.

Bank's position.
(1)

Typically there is no clause in account agreements that
prohibits overdrafts. Rather, the bank's terms and
conditions openly disclose that a fee will be charged for the
service of honoring overdrafts.

(2)

In absence of a contract prohibiting overdrafts, an openly
disclosed service charge to process overdrafts is not an
unlawful penalty. Saunders v. Michigan Ave. Nat'l Bank,
662 N.E.2d 602, 609 (Ill. App. 1996).

F-3

(3)

2.

Use of overdrafts is expressly contemplated in section 4401(1) of the Uniform Commercial Code (KRS 355.4401(1) in Kentucky); Jacobs v. Citibank, N.A., 462 N.E.2d
1182, 1183 (N.Y. 1984).

Duty of Good Faith and Fair Dealing.
a.

Under Kentucky law, every contract contains an implied obligation
for the parties to deal with each other fairly and in good faith.
Ranier v. Mo'unt Sterling Nat'l Bank, Ky., 812 S.W.2d 154, 156
(1991).

b.

This obligation is applicable to banks and requires banks to act in a
"bona fide" manner, meaning "honestly, openly and sincerely;
without deceit or fraud." Forsythe v. Banc Boston Mortgage
Corp., 135 F.3d 1069, 1076 (6 th Cir. 1997) (quoting Pearman v.
West Point Nat'} Bank, Ky. App., 887 S.W.2d 336, 368 n.3 (1994).

c.

Bank's Position
(1)

If service charges are openly disclosed in the account
agreement, then presumably the bank has acted openly and
honestly·regarding the fees.

(2)

A party's action taken in accordance with the express terms
of a contract cannot be considered a breach of the duty of
good faith and fair dealing. Big Yank Corp. v. Liberty
Mut. Fire Ins. Co., 125 F.3d 308, 313 (6 th Cir. 1997)
(applying Kentucky law); Travelers Ins. Co. v. Corporex
Properties, Inc., 798 F. Supp. 423, 425 (E.D. Ky. 1992)

(3)

Tolbert v. First Nat'l Bank of Oregon, 823 P.2d 965 (Or.
1991). The Oregon Supreme Court affinned the dismissal
of a class action by depositors claiming that NSF fees
violated the obligation of good faith and fair dealing
because the NSF fees were disclosed in the account
agreement at the time the accounts were opened.

(4)

Wallace v. Nat'l Bank of Commerce, 938 S.W.2d 684
(Tenn. 1996). The Tennessee Supreme Court upheld the
dismissal of a good faith claim by forty plaintiffs against
nine banks doing business in Tennessee. The court held
that there was no breach of the duty of good faith because
the deposit agreements made specific reference to the
existence and amount of NSF fees.
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d.

3.

4.

Contrary Position
(1)

Best v. United States Nat'l Bank of Oregon, 739 P.2d 554
(Or. 1987). A class action brought by depositors against a
bank alleging excessive NSF fees. The court held that the
issue of whether a service fee is so high that a bank would
be deemed to act in bad faith may be a question of fact and
the claim would not be dismissed as a matter of law.

(2)

Perdue v. Crocker Nat'l Bank, 702 P.2d 503, 510 (Cal.
1985). The court held that an NSF fee which could be
unilaterally changed by the bank was an "open term" of the
contract between the bank and the depositor. "We hold as a
matter of law that the [signature] card is a contract
authorizing the bank to impose such charges, subj ect to the
bank's duty of good faith and fair dealing in setting or
varying such charges."

Unconscionability
a.

Kentucky law holds that an unconscionable contract is a contract
"which no man in his senses, not under delusion, would make, on
the one hand, and which no fair and honest man would accept, on
the other." Louisville Bear Safety Serv., Inc. v. South Central Bell
Tel. Co., Ky. App., 571 S.W.2d 438, 439 (1978).

b.

Unconscionability is typically regarded as a defense against
enforcement of the contract, not as an independent, affirmative
theory of recovery. Sanders v. Colonial Bank of Alabama, 551
So.2d 1045, 1046 (Ala. 1989).

c.

Mere lack of bargaining power between the customer and the bank
regarding the terms of the deposit agreement is not enough to
prevail on a claim of unconscionability. Saunders v. Michigan
Ave. Nat'l Bank, 662 N.E.2d 602, 610-11 (Ill. App. 1996).

Kentucky Consumer Protection Act
a.

KRS 367.170 prohibits "unfair, false, misleading or deceptive acts
or practices in the conduct of any trade or commerce ..."

b.

If the existence and amount of service charges are openly disclosed
to the customer, it is not an unfair or deceptive practice. Saunders
v. Michigan Ave. Nat'l Bank, 662 N.E.2d 602, 605-08 (Ill. App.
1996).
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C.

Comptroller of the Currency Regulations
1.

Federal regulations address service fees charged by national banks. 12
C.F.R. § 7.4002(a) provides that a "national bank may charge its
customers non-interest charges and fees, including deposit account service
charges."

2.

12 C.F.R. § 7.4002(b) provides that a bank reasonably establishes service
fees if it considers the following factors, among others:

3.

IV.

a.·

The cost incurred by the bank, plus a profit margin, in providing
the service;

b.

The deterrence of misuse by customers of banking services;

c.

The enhancement of the competitive position of the bank in
accordance with the bank's marketing strategy; and

d.

The maintenance of the safety and soundness of the institution.

Ultimately, the customer has complete control to avoid NSF fees by
simply refraining from writing checks against non-sufficient funds.
Additionally, most banks offer the customer the option to obtain overdraft
protection.

Late Fee Litigation
The same Louisville law firm that filed the NSF fee litigation filed a second wave of
litigation in 1999-2000 against at least four financial institutions operating in Kentucky.
These lawsuits challenged late fees assessed against consumers who made payments on
motor vehicle leases after the due date. The cases sought to certify a class action of all
persons in the United States who leased vehicles through the subject bank (or any other
affiliate banks owned by the same bank holding company), and who had paid a late fee.

A.

The Nature of the Claims
These lawsuits claim that the amount of late fees charged by banks greatly
exceeds the banks' actual cost for handling a late payment and that the fees violate
the federal Consumer Leasing Act, ISD.S.C. § 1667, et seq.
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B.

Consumer Leasing Act
The Consumer Leasing Act ("CLA") was passed by Congress in 1976 as an
amendment to the Truth in Lending Act ("TILA"). Its purpose was to protect
consumers who were leasing rather than buying automobiles from a perceived
lack of "adequate cost disclosures". 15 U.S.C. § 1601(b).
The plaintiffs in the Kentucky lawsuits based their claims upon 15 U.S.C. §
1667b(b) of the CLA, which provides as follows:
Penalties or other charges for delinquency, default, or early
termination may be specified in the lease but only at an amount
which is reasonable in the light of the anticipated or actual harm
caused by the delinquency, default, or early termination, the
difficulties of proof of loss, and the inconvenience or nonfeasibility
of otherwise obtaining an adequate remedy.
The plaintiffs contend that this statute limits the amount that financial institutions
can charge consumers for making lease payments after the due date. Plaintiffs
argue that late fees are "charges for delinquency or default" and that the late fees
charged by lessors are not "reasonable" in relation to the standards set forth in
§ 1667b(b) of the CLA.

C.

Issues Being Litigated

NOTE: The lease late fee lawsuits filed in federal court in Louisville are still pending or
are on appeal as of the date of preparation of this outline. A list of pending cases
known to the author is attached. Accordingly, the reader should confirm the
status and possible decisions in those cases to determine the continued pertinence
of the issues described below and the current state of the law. Set forth below is a
summary of issues raised in those cases.

1.

Does Section 1667b(b) apply to late payments?
a.

Bank's Position
(I)

Section 1667b(b) refers to charges for "delinquency,
default, or early termination" and does not specifically refer
to "late payment", which is a term specifically used
elsewhere in the CLA. In comparison, Section 1667a(ll)
of the CLA provides that the amount and method of
determining any charge for "delinquency, default, late
payment or early termination" be stated clearly and
conspicuously in the lease (emphasis added). Thus, the
omission of the term "late payment" from Section 1667b(b)
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indicates that Congress intended to regulate the disclosure
of late fees, but not the amount of late fees.
b.

Plaintiffs Position
(1)

Plaintiffs cite to Federal Reserve Board Regulation 12
C.F.R. § 213.4(q) which provides:
For any consumer lease subject to this part,
the lessor shall disclose the following
information, as applicable:
... (q) Penalties and other charges for
delinquency. The amount of the method of
determining the amount of any penalty or
other charge for delinquency, default, or late
payments, which must be reasonable.
(emphasis added)

c.

Court Status
(1)

2.

In Deusner v. Firstar Corp., 3:00 CV-615-S, 2001 WL
1794530 (W.D. Ky. 2001), the U.S. District Court in
Louisville applied principles of statutory construction and
held that Section 1667b(b) does not impose a substantive
limitation on the amount of late fees in leases. That case is
currently on appeal to the U.S. Sixth Circuit Court of
Appeals, Deusner v. Firstar Corp., et aI., Case No. 01-6068.

A Potential Safe Harbor?
In 2000, the Federal Reserve Board promulgated Model Form G-I0(B)
which includes a sample provision for a "late-payment fee" of$25.
Although this form relates to disclosure requirements for credit card
applications, the inference of the reasonableness of a $25 late fee seems
potentially applicable to consumer leases.

3.

Voluntary Payment Doctrine
a.

The "voluntary payment doctrine" provides that a party cannot
recover money voluntarily paid with full knowledge of the facts,
and without any fraud, duress or extortion, even if there was no
obligation to make such payment. American Nat'l Assurance Co.
v. Ricketts, Ky., 19 S.W.2d 1071, 1072 (1929).
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4.

b.

In other words, if a lessee knows that the lease provides that a late
fee in a specified amount will be assessed if a payment is made
after the due date, and the lessee pays the late fee, the voluntary
payment doctrine would bar the lessee from recovering late fees
voluntarily paid.

c.

The voluntary payment doctrine has been applied to bar claims
based on late fees. In McWethy v. Telecommunications, Inc., 988
P.2d 356 (Okla. App. 1999), a plaintiff filed a purported class
action lawsuit challenging late fees collected by a cable television
company. The Oklahoma Court of Appeals upheld a dismissal of
the class action based upon the voluntary payment doctrine. See
also Time Warner Entertainment Co. v. Whiteman, 741 N.E. 2d
1265 (Ind. App. 2001) (Subscribers to cable service could not
sustain action against provider for late fees because of voluntary
payment doctrine); Smith v. Prime Cable of Chicago, 658 N.E.2d
1325 (Ill. App. 1995) (court rejected a putative class action
regarding pay-per-view fees based upon voluntary payment
doctrine); and Hall v. Humana Hosp. Daytona Beach, 686 So.2d
653 (Fla. App. 1996) (voluntary payment doctrine applied to bar
putative class action regarding alleged hospital overcharges).

The Class May Exceed the Scope of the Consumer Leasing Act.
a.

Personal v. Business Use. The CLA applies to consumer leases of
personal property used "primarily for personal, family or
household purposes." The lease should be examined to determine
whether the lessee has indicated whether the lease is for personal
or business purposes. Many vehicle leases are for business
purposes. An effort should be made to detennine whether the
vehicle was used for business purposes and may have been used as
a deduction on the lessee's tax returns.

b.

$25,000 Ceiling. 15 U.S.C. § 1667(1) of the CLA also provides
that the scope of leases subject to the CLA are those with "a total
contractual obligation not exceeding $25,000." This $25,000
jurisdictional ceiling for leases subject to the CLA includes not
only the total amount of payments due under the lease, but also
other types of financial commitments related to the lease, such as
down payments, trade-in allowances, capital cost reduction
payments, security deposits, delivery charges or registration fees.
Official Staff Commentary to the CLA, 12 C.F.R. Pt. 213, Supp. I;
Sanders v. Gold Key Lease, Inc., 906 F. Supp. 197, 200 (S.D.N.Y.
1995); Easterwood v. General Elec. Capital Auto Lease, Inc., 825
F. Supp. 306, 310 (N.D. Ga. 1993).
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c.

5.

For example, a five year lease with payments of$399 per month
with an initial cap cost reduction payment of $700 and a security
deposit of$399 equals a "total contractual obligation" of$25,039
and is not subject to the CLA. This demonstrates the intensive
factual inquiry that is required in order to determine whether a
particular lease falls within the jurisdictional parameters of the
CLA.

Class Certification Issues
a.

In considering whether or not to certify a class, a court must
conduct a "rigorous analysis" of the requirements of Rule 23(a)
(numerosity, commonality, typicality, and adequacy), plus one of
the tests set forth in Rule 23(b). Sprague v. General Motors Corp.,
133 F.3d 388, 397 (6 th Cir.), cert. denied, 524 U.S. 923 (1998).

b.

In leasing situations, questions of fact may differ among the class
members, due to differences in lease forms signed at different
times, different late fee amounts, and different "total contractual
obligation" based upon the specific circumstances of each lessee's
individual lease transaction.

c.

Some states regulate the maximum amount of a late fee, so the
amount of the late fee can vary from state to state. Different late
fee amounts applicable to members of the proposed class may
establish a lack of commonality and typicality.

d.

The specifics of the lease transaction of the proposed class
representative should be scrutinized in detail to determine if there
are any issues and defenses that may be uniquely applicable to the
representative, but not other class members, or issues that need to
be reviewed on a case by case basis for all class members, i.e.,
voluntary payment defense.

e.

In order to be an adequate representative of a proposed class under
Rule 23(a)(4), the proposed class representative should have
personal knowledge of the basic facts, allegations and claims
involved in the case. Jackshaw Pontiac, Inc. v. Cleveland Press
Pub., 102 F.R.D. 183, 191-92 (N.D. Ohio 1984); Efros v.
Nationwide Corp., 98 FRD 703 (S.D. Ohio 1983).

f.

In a proposed multi-state action, variations in state law may
outweigh any common issues and defeat the predominance of
common issues of fact or law required under Rule 23. Castano v.
American Tobacco Co., 84 F.3d 734, 741 (5 th Cir. 1996). The
individual negotiation of different lease forms with different late
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fee amounts applicable at different times in different states, the
voluntary payment defense, and the individual circumstances
surrounding the lease transaction and payment of late fees by the
class representative may result in individual questions of fact and
law predominating over any common issue.

6.

StandinglBank Holding Companies
a.

A potential class representative must demonstrate individual
standing to assert claims against a specific lessor and cannot
acquire such standing merely by virtue of bringing a class action.
Brown v. Sibley, 650 F.2d 760, 771 (5 th eire 1981). In Weiner v.
Bank of King of Prussia, 358 F. Supp. 684, 694 (E.D. Penn. 1973),
the plaintiff brought an action against twenty named banks on
behalf of himself and a "class of customers and/or borrowers" of
those banks. The court held that the plaintiff did not have standing
to sue any bank other than a bank with which he had dealt. Id. at
701.

b.

The CLA applies only to "lessors". 15 U.S.C. § 1667d(a).
"Lessor" is defined as "a person who is regularly engaged in
leasing, offering to lease, or arranging to lease under a consumer
lease." 15 U.S.C. § 1667(3).

c.

In the Kentucky late fee lawsuits, the plaintiffs sued both the
subsidiary bank that actu~lly financed the lease and that bank's
parent bank holding company. A bank holding company is in the
business of owning banks, but it is not a bank, and it is not engaged
in the business of leasing vehicles. Rather, the lessor is the
specific affiliate bank that entered into the lease.
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CLASS ACTION LAWSUITS FILED IN U.S. DISTRICT COURT
IN LOUISVILLE CHALLENGING LATE FEES ON VEHICLE LEASES

1.

Deusner v. Firstar Corporation, et aI., Case No. 3:00-CV-615-S; on appeal to Sixth
Circuit Court of Appeals, Case No. 01-6068

2.

Bocock v. Huntington National Bank, et aI., Case No. 3:01-CV-254-S; on appeal to Sixth
Circuit Court of Appeals, Case No. 01-6171

3.

Corum v. Fifth Third Bank, Kentucky, et aI., Case No. 3:99-CV-268-H

4.

Schlenk v. Ford Motor Credit Co., 3:99-CV-725-H; on appeal to Sixth Circuit Court of
Appeals, Case No. 01-5434 (Case deals with other fees such as "rent charges",
acquisition fees and administration fees).
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BANKRUPTCY UPDATE FROM THE LENDER PERSPECTIVE
Lea Pauley Goff
Stoll, Keenon & Park, LLP
Louisville, Lexington, Frankfort and Henderson, Kentucky

I. INTRODUCTION
This outline reviews U.S. Supreme Court, Sixth Circuit and Kentucky bankruptcy decisions
during the past year, with a particular emphasis on decisions of interest to lenders. The decisions
demonstrate continued development of issues such as discharge and nondischargeability, lien
stripping and mortgage avoidance, preferential transfers and professional conduct. Selected nonbankruptcy cases which are of interest to lenders are also included.

II. NEW BANKRUPTCY CASES
A. Dischargeability and Discharge

In re Young v. United States. 2002 U.S. Lexis 1378 (2002)
In this case, the United States Supreme Court held that the "three-year lookback period" is
tolled during the pendency of a prior bankruptcy petition.
The Youngs failed to include a payment for $15,000 in income tax they owed on their 1992
income tax return. The IRS assessed the tax liability in January, 1994. In May, 1996, the Youngs
sought protection under Chapter 13 of the Bankruptcy Code. Before the plan was confrrmed,
however, the Youngs moved to dismiss their Chapter 13 petition pursuant to 11 U.S.C. § 1307(b).
One day before the bankruptcy court dismissed the Chapter 13 petition, the Youngs fued a "no
asset" petition under Chapter 7. A discharge was granted in June, 1987, and the case was closed in
September, 1997. The IRS then demanded payment of the 1997 tax debt. If the IRS has a claim for
taxes for which the return was due within three years before the bankruptcy petition was fued, the
claim enjoys eighth priority under §507(a)(8)(A)(i) and is nondischargeable under §523(a)(I)(A).
This is commonly knows as the "three-year lookback period." The Youngs petitioned the
bankruptcy court to reopen the Chapter 7 case and declare the debt discharged. They argued the debt
fell outside the Bankruptcy Code's three-year lookback period, because the debt pertained to a tax
return due in October 1993, more than three years before the Chapter 7 filing in March, 1997.
Therefore, the Debtors argued the debt had been discharged.
The bankruptcy court reopened the case, but held that the three-year lookback period is tolled
during the pendency of a prior bankruptcy petition. Therefore, although the Debtors' 1992 income
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tax return was due more than three years before they ftled the Chapter 7 petition, it was due less than
three years before they ftled the Chapter 13 petition in 1996. Thus, the bankruptcy court concluded
that the 1992 tax debt had not been discharged. The district court and Court of Appeals for the First
Circuit agreed. The Supreme Court granted certiorari.
The Supreme Court rejected the Debtors' argument that the lookback period creates a
loophole permitting a debtor to render a tax debt dischargeable by frrst filing a Chapter 13 petition,
voluntarily dismissing the petition following the lapse of the lookback period, then refiling under
Chapter 7. Rather, the Court held the three-year lookback period is a limitations period subject to
traditional principles of equitable tolling. .Accordingly, the Court affrrmed the lower Courts'
application of equitable tolling in this case, and found they properly excluded from the three-year
limitations period the time during which Debtors' Chapter 13 petition was pending.
The Court rejected the Debtors' argument that the lookback period is not a limitations period,
but rather is a substantive component of the Bankruptcy Code which merely provides a defmition
of dischargeable taxes. The Court observed that the lookback period serves the same "basic policies
furthered by all limitations provisions: repose, elimination of stale claims, and certainty about a
plaintiff's opportunity for recovery and a defendant's potential liabilities." Because the lookback
provision is a statute of limitations, it is subject to equitable tolling. This is especially so because
it is a limitations period to be applied by bankruptcy courts, which are courts of equity that apply the
principles and rules of equity jurisprudence. Further, the Court held the Debtors' good or bad faith
in filing back to back Chapter 13 and Chapter 7 petitions was irrelevant to the decision to toll the
statutory period. Rather, the three-year lookback period must be tolled because the IRS was disabled
from protecting its claim during the pendency of the Chapter 13 petition.
The Court also rejected the Debtors' contention that several provisions of the Code display
an intent to preclude tolling here, such as §523(b), which explicitly permits discharge in a Chapter
7 proceeding of certain debts that were nondischargeable in a prior Chapter 13 proceeding. The
Court rejected this argument, stating that the phrase "excepted from discharge" in §523(b) is not
synonymous with "nondischargeable." Rather, the phrase "envisions a prior bankruptcy proceeding
that progressed to the discharge stage, from which discharge of a particular debt was actually
'excepted. '" (Emphasis in original). Furthermore, the same arguments in favor of tolling that the
Court found persuasive with regard to §507 would also apply to §523.
Next, the Debtors pointed to two provisions of the Code which they argued contained a
tolling provision, and which, therefore, demonstrated Congress's intent to preclude equitable tolling
when no express tolling provision is provided for in the statute. First, the Debtors pointed to
§108(c), which suspends any limitations period flXed by non-bankruptcy law during the pendency
ofa bankruptcy case. The Debtors described §108(c)(1) as a tolling provision. The Court noted that
the lower courts have split over the question of whether §108(c)(1) is a tolling provision, and
declined to resolve the issue in this case. However, it noted that even assuming arguendo that the
provision was indeed a tolling provision, no negative inference could be drawn from the presence
of an express tolling provision in §108(c)(1) and the absence of one in §507, because it would be
quite reasonable for Congress to instruct nonbankruptcy courts to toll nonbankruptcy limitations
periods, while at the same time assuming that bankruptcy courts will use their inherent equitable
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powers to toll the federal limitations periods within the Code.
The Debtors also pointed to §507(a)(8)(A)(ii) which tolls a 240-day lookback period set forth
in the same provision. The Debtors argued the express tolling provision appearing in the same
subsection as the three-year lookback (§507(a)(8)(A» demonstrates the statutory intent not to toll
the three-year lookback period. The Court rejected this argument, holding that, to the contrary,
§507(a)(8)(A)(ii) demonstrates that the Bankruptcy Code incorporates traditional equitable
principles, and thus, subsection (ii) supplements, rather than displaces, principles of equitable tolling.

In re Maughan, 268 B.R. 128 (6th Cir. BAP 2001)
Here, the BAP reversed a bankruptcy court order enlarging the deadline for
nondischargeabilty actions when the request was made after the original period had expired.
Here, the Creditor had notice that October 19, 1998, was the deadline for filing a complaint
objecting to the discharge or a complaint to determine dischargeability. On October 22, 1998, three
days after the deadline, the Creditor fued a Motion for Extension of Time to object to the discharge.
The motion was fued on the basis of excusable neglect and inadvertence because the Creditor's
counsel asserted that he was waiting for discovery documents that were to be provided by the Debtor.
The Creditor claimed he was unable to fue a timely complaint on the basis of fraud without the
needed discovery. The Debtor argued that the time limit set by Bankruptcy Rule 4007(c) is
jurisdictional in nature and cannot be extended by motion once the deadline has passed. The
bankruptcy court granted the motion, the Creditor fued a complaint and the debt was found to be
nondischargeable.
The BAP reversed. The BAP noted that a minority of courts addressing this issue had held
that the deadline set forth in Bankruptcy Rule 4007(c) was not jurisdictional, but rather was a statute
of limitations, subject to the defenses of waiver, estoppel, and equitable tolling, but that the Sixth
Circuit had not expressly ruled on the issue.
The BAP noted that, while there were circumstances in which the court might accept a late
fued complaint (i.e., a delay caused by a mistake of the court), no such circumstances were present
here. With respect to the Creditor's argument that it could not satisfy the requirements of
Bankruptcy Rule 9011 without the needed discovery, the Court reasoned that the Creditor could have
fued a timely motion for extension of time stating cause upon which the extension should be granted.

In re Kennedy, 267 F.3d 493 (6th Cir. 2001)
Here, the Sixth Circuit held that the right to an equitable remedy for breach of a non-compete
covenant was not a claim dischargeable in bankruptcy.
In 1994, the Kennedys entered into a franchise agreement to operate a Medicap Pharmacy
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in Owensboro, Kentucky. Under the franchise agreement, the Kennedys could not own, operate,
consult with, or be employed by or in a drug store or pharmacy located within two (2) miles of the
Medicap Pharmacy store licensed hereunder "for a period of two years following expiration or
termination of the franchise agreement." Medicap obtained a money judgment from an Iowa State
Court for the non-payment of royalty fees. The Kennedys later terminated the franchise agreement
and breached the covenant not to compete by working at a pharmacy known as Kennedy Pharmacy
at the same location as the Medicap Pharmacy. In January, 1998, Medicap brought an action in an
Iowa state court to enjoin the operation of the Kennedy Pharmacy. The Kennedys then obtained a
discharge in bankruptcy. Medicap sought a determination that the Kennedys could not reject the
franchise agreement because it was terminated prepetition, and that Medicap's right to equitable
relief for breach of the covenant not to compete was not dischargeable in bankruptcy. Medicap also
requested a permanent injunction enforcing the covenant not to compete. The bankruptcy court
terminated the stay to permit Medicap to seek an injunction in the Iowa Court. The district court and
Sixth Circuit affrrmed.
The Court noted that a majority ofbankruptcy courts which had considered this question held
that the right to equitable relief for breach of a covenant not to compete is not dischargeable. Some
cases have held that the right is not a claim because compliance does not require the expenditure of
money. The Court cited Ohio v. Kovacs, 469 U.S. 274 (1985), in which the Supreme Court held that
an injunction giving rise to a requirement for payment of money is a claim (i.e., an injunction
requiring environmental cleanup). Kovacs emphasized that it did not decide whether an injunction
against certain future action (i.e., further pollution) was also a "claim." The Court also cited United
Statesv. Whizco, Inc., 841 F.2d 147 (6th Cir. 1988) (concerning dischargeability ofa coal reclamation
order) (''When we look at the substance of what the plaintiff seeks, rather than the form of the relief
sought, we see that the plaintiff is really seeking payment.... To the extent that the defendant can
comply with the Secretary's orders without paying money, his bankruptcy did not discharge his
obligation to comply with the orders.")
The Court held that a right to an equitable remedy for breach of performance, is a "claim"
if the same breach also gives rise to a right to payment "with respect to" the equitable remedy. The
Court further held that if the right to payment is an "alternative" to the right to an equitable remedy,
the necessary relationship clearly exists, because the two remedies would be substitutes for one
another. In this case, compliance with an injunction would not require the expenditure of money.
The Kennedys would simply be required to cease operating the pharmacy in violation of the
franchise agreement. Accordingly, Medieap,s right to equitable relief did not equate to being a claim
because damages may be awarded in addition to an injunction or breach of a covenant not to
compete. An injunction, however, is designed to avoid irreparable injury and may issue only when
the party seeking it has no adequate remedy at law. Medicap did not have discretion to choose either
damages or equitable relief for future damages. It could only obtain equitable relief if money
damages for future injuries were inadequate. The Court held, therefore, under Iowa law, equitable
relief was not an alternative to a right to payment for future injuries.

In re Thompson. 262 H.R. 407 (6th Cir. HAP 2001)
Here, the BAP for the Sixth Circuit, in an opinion by Judge William S. Howard, reversed an
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Ohio bankruptcy court's decision that a state court magistrate's decision was entitled to preclusive
effect in a nondischargeability proceeding.
Robert Helfrich was in a divorce proceeding. He and the Debtor, Jill Thompson, entered into
an arrangement under which she agreed to write checks on her credit union checking account for
Helfrich, and he agreed to deposit sufficient funds into her account to cover those checks. The
Debtor leased property from Helfrich and he compensated her for this arrangement by reducing her
monthly rent payment. The Debtor's credit union began placing holds on the third-party checks
which Helfrich deposited into her account, and Helfrich deposited $7,786 into the account to cover
the checks. Helfrich also delivered five cashier's checks totaling $10,733 to the Debtor, instructed
her to hold them, and never authorized her to negotiate them. Helfrich subsequently told Thompson
the divorce was concluded and sought the return of the funds, but Thompson did not return them.

A state court magistrate rendered a decision on June 9, 1998 recommending judgment against
the Debtor in the principal amount of$18,519 plus interest fmding that Thompson had "converted"
Helfrich's funds, but not fmding that Thompson had acted fraudulently or with actual malice.
However, the Debtor then fued a Chapter 7 petition on June 23, 1998 before a state court judge
rendered judgment. Helfrich fued his complaint to determine nondischargeability on September 28,
1998, based upon the state court magistrate's decision. The bankruptcy court held that the debt was
nondischargeable pursuant to 11 U.S.C. § 523(a)(4) based on the state court 'judgment" noting that
the magistrate specifically found that the defendant had converted $18,519 from the plaintiff. The
bankruptcy court's supplemental fmdings of fact and conclusions of law provided that Helfrich
obtained a judgment against the Debtor in state court and that this judgment was entitled to
preclusive effect as to the amount and nature of the debt.
The BAP held that the state court magistrate's decision was not a fmaljudgment and was not
entitled to preclusive effect. The BAP noted that the Debtor's Chapter 7 petition was entered 14
days after entry of the magistrate's decision and nothing in the record indicated that a judgment was
ever entered. This meant that there was no fmal, appealable state court judgment in the record which
is entitled to preclusive effect and which may serve as a basis for the bankruptcy court's decision as
to the amount and nature of the debt. The Court found that the bankruptcy court's fmdings of fact
were insufficient to support the conclusion that the debt was nondischargeable pursuant to 11 U.S.C.
§ 523(a)(4). The BAP also concluded .that the bankruptcy court's only independent fmdings from
its trial of the matter also did not address the elements necessary to establish nondischargeability for
embezzlement pursuant to 11 U.S.C. § 523(a)(4).

In re Riddle, 2001 Bankr. LEXIS 1100 (E.D. Ky. 2001) (Unpublished)
Here, Creditor homeowner unsuccessfully sought to have contractor Debtor's $25,000 debt
to her declared non-dischargeable pursuant to 11 U.S.C. §§ 523(a)(2), (a)(4), and (a)(6).
The homeowner had hired the Debtor to build a home addition pursuant to a written proposal.
The homeowner made the frrst $9,000 payment to the Debtor to be used for labor and materials to
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begin the project. One month later, the Debtor asked the homeowner for a second payment of$9,000
in order to continue work on the project. The Debtor admitted that this payment was not yet due
under the terms ofthe contract. The homeowner asserted that she made this second payment because
she was afraid the work would not proceed otherwise. The contractor fued a bankruptcy proceeding
without doing the work.
The Court held the homeowner's fear that the work might not proceed without this second
payment could not be seen as a mat~rial misrepresentation made by the Debtor with the intent to
deceive the homeowner into tendering the payment. Therefore, plaintiff could not prevail On her
claim seeking to except the debt from discharge under § 523(a)(2)(A)(debt incurred by false
pretenses, a false representation or fraud other than a statement of the Debtor's fmancial condition).
The Court next addressed the Creditor's claim under § 523(a)(4)(fraud or defalcation while acting
in a fiduciary capacity, embezzlement or larceny). A creditor must frrst demonstrate whether the
debtor meets the defmition of a fiduciary by, among other things, demonstrating to the Court the
existence of a technical trust created by either federal or state law between the creditor and the
debtor. The homeowner here offered no such evidence. Therefore, she failed to demonstrate the
existence of any fiduciary relationship between herself and the Debtor that would allow her to prevail
on her claim under § 523(a)(4). Lastly, the Court addressed the Creditor's claim under § 523(a)(6),
which excepts from discharge a debt for willful and malicious injury by the debtor to another entity
or to the property of another entity. To prevail on a claim under § 523(a)(6), the plaintiff must show
a deliberate or intentional injury, not merely a deliberate or intentional act that leads to injury.
Defendant had difficulty obtaining workers and had personal family problems, both of which caused
a slowdown in the work he was performing for plaintiff. Despite this, defendant assured the plaintiff
that he would complete. the job to her satisfaction. The Court found that the fact that the defendant
made assurances to the plaintiff did not lead to a conclusion that he did so with the specific intent
of causing a willful and malicious injury to the Creditor's property. Without specific proof showing
that the Debtor intended the consequences of his actions, or believed the consequences were
substantially certain to result from them, the Court held the Creditor's claim under § 523(a)(6)
necessarily failed.

In re Hood, 262 B.R. 412 (6th Cir. BAP 2001)
In this case, the BAP for the Sixth Circuit dealt with sovereign immunity in the context of
student loans.
Hood fued a Chapter 7 bankruptcy petition, at which time she owed money on the student
loans guaranteed by the Tennessee Student Assistance Corporation (TSAC). TSAC took no action
in the bankruptcy case, and Hood was granted a discharge. On October 14, 1999, she fued an
adversary proceeding requesting discharge ofher educational loans on the grounds ofundue hardship
under 11 U.S.C. § 523(a)(8). TSAC moved to dismiss, asserting that the adversary proceeding was
barred by sovereign immunity. The bankruptcy court denied the motion to dismiss, holding that 11
U.S.C. § 106 properly abrogated TSAC's sovereign immunity. The BAP affrrmed, in a decision
based on a very lengthy discussion of the history of the Constitutional Convention, along with debt
collection in early America.
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In re Alexander, 263 B.R. 800 (W.D. Ky. 2001)
This case addresses the dischargeablity of a credit card debt in the context of domestic
relations obligations.
Here, the Debtor assumed a $5,000 credit card debt pursuant to a separation agreement
incorporated into his divorce decree. There was no statement that the assumption was in lieu of
alimony, maintenance or support. He later fued for bankruptcy protection under Chapter 7 and fued
a complaint to determine the dischargeability of the credit card debt pursuant to § 523(a)(5) (child
support or alimony) or (15) (debt incurred in the course of divorce unless debtor is unable to payor
the benefit of discharge would outweigh detrimental consequences to debtor's child or former
spouse). Debtor's ex-wife fued her response to the complaint and requested the court fmd that she
would be irreparably damaged if Debtor was discharged from the debt and she were required to pay
the debt. Although the ex-wife did not fue a complaint to have the debt declared nondischargeable
pursuant to § 523(a)(15), the Court treated her response as a compulsory counterclaim to Debtor's
verified complaint. Here, after the ex-wife demonstrated that the debt was nondischargeable under
§ 523(a)(5) and the debt was incurred in the course of their divorce, the Debtor bore the burden of
proving either his inability to pay the debt under § 523(a)(15)(A), or that a discharge of the debt
would result in a benefit to him that outweighs the detrimental consequences of a discharge to his
ex-wife and children under § 523(a)(15)(B). The Court did a balancing test considering both parties'
fmances and found the Debtor failed to prove either factor by the preponderance of the evidence.
However, the Court held it was authorized to grant partial discharge and/or equitably modify an
obligation it fmds to be nondischargeable under § 523(a)(15). Because the Debtor was working three
jobs to make ends meet, was currently going through another divorce, and had a limited monthly
surplus of only $500 which he could use to pay the credit card debt, the court granted him a partial
discharge of the debt. The Debtor was ordered to pay $100 per month for 25 consecutive months.
The remainder of the debt was declared discharged. Because the separation agreement between
Debtor and his ex-wife did not contain a hold-harmless clause, the ex-wife became legally liable on
the remainder of the debt.

In re Zinni, 261 B.R. 196 (6th eire BAP 2001)
This case involved the Creditor's appeal from an Ohio bankruptcy court order in favor of
Debtor wife awarding her attorney's fees under Fed. R. Bankr. P. 9011 arising from the Creditor's
improper prosecution of a nondischargeablity claim against her.
The husband and wife personally guaranteed a business debt. They later fued for bankruptcy
protection. The Creditor, Knowles Building Co., commenced an adversary proceeding against each
of them under § 523(a)(2)(B) (fraud based on written statement of fmancial condition). In
connection with the debt and guaranty, a fmancial statement prepared by the Debtors' accountant and
attorney was provided to the Creditor. The fmancial statement listed the assets and liabilities of both
husband and wife, but was signed only by the husband. In her answer to the adversary proceeding,
the wife contended that, because she had not signed the fmancial statement, the complaint failed to
state a claim against her. She counterclaimed, demanding attorney fees and costs. Following a trial,
the Court ordered post-trial briefmg on the issue of the wife's counterclaim for the Creditor's failure
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to state a claim against her.
The bankruptcy court entered a memorandum opinion fmding the debt to Creditor
dischargeable because it failed to prove that the Debtors made any material misrepresentations or
had any intent to deceive the Creditor, and that the Creditor did not rely on the fmancial statement
when it made the loan, but on husband Debtor's status and income as a doctor. Further, the
bankruptcy court sua sponte found the initiation and continued prosecution of the claim against the
wife was a violation of Bankruptcy Rule 9011(b)(3) by both Creditor and its attorney, and awarded
a sanction against Creditor and attorney, jointly and severally, in the amount of $3,168, which was
one-half of both Debtors' fees.
The Creditor appealed this imposition of sanctions, and wife moved to dismiss the appeal as
frivolous. ·The BAP addressed several issues on appeal. First, it addressed the Creditor's failure to
order or submit the trial transcript on appeal. The Court held that, while a failure to submit a
transcript might prove fatal when the trial court ruling is oral, because the Court here issued a written
opinion and order, the factual and legal basis of its order was reviewable.
Next, the BAP addressed the Creditor's argument that the bankruptcy court failed to comply
with provisions of Bankruptcy Rule 9011(c)(I)(B) because it failed to "enter an order describing the
specific conduct that appears to violate [the rule] and directing an attorney ... or party to show cause
why it has not violated [the rule]." The Court rejected the Creditor's argument, and held instead that
because the court ordered post-trial briefmg on the narrow issue of the wife's counterclaim for
damages, the court had satisfied the requirements of Bankruptcy Rule 9011(c)(I)(B) by providing
notice, a description of the specific conduct with which of the bankruptcy court was concerned, and
an opportunity to respond.
The BAP also addressed the propriety of the bankruptcy court's imposition of sanctions on
its own initiative. The Court found the bankruptcy court did not abuse its discretion in fmding it was
unreasonable for the Creditor to have pursued its claim against the wife, because Creditor attached
a copy of the fmancial statement, which was not signed by wife, to the complaint, and alleged that
it relied on the fmancial statement as it related to wife. Further, the Court noted that federal courts
have the inherent power to impose sanctions on a scope broader than that of Bankruptcy Rule 9011,
including monetary sanctions.
Next, the court addressed the Creditor's argument that because the bankruptcy court did not
make an inquiry into the ability of the Creditor or its counsel to pay the sanction, the case must be
remanded for such an inquiry to be made. The Court expressed its doubt that the nominal amount
of the sanction would drive either the Creditor or its attorney out of business. However, it felt bound
by the holding of Jackson v. Law Firm of O'Hara, Ruberg, Osborne & Taylor, 875 F.2d 1224 (6 th
eir. 1989), which holds "failure to consider ability to pay is ... an abuse of discretion," to remand
the case to the bankruptcy court for consideration of that factor alone, which it did.
Last, the Court addressed the wife's contention that the appeal was frivolous because the
Creditor failed to respond to the counterclaim in the bankruptcy court proceeding, failed to fue a
notice of appearance, failed to order a transcript, failed to brief an issue on an appeal, and failed to
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serve a joint appendix. The Court declined to dismiss the appeal, holding these actions are best
described as risk taken by the Creditor, but do not serve to lower the appeal to the level of one being
brought without merit and for improper purpose.

In re Kennedy, 249 F. 3d 576 (6th Cir. 2001)
In this case, a state court judgment against a debtor for defamation was held
nondischargeable.
This case began in Lansing, Michigan when, on October 15, 1995, Mr. and Mrs. Mustaine
fued suit against Mr. and Mrs. Kennedy and another defendant, alleging fraud and defamation among
other things. They alleged that the Kennedys made false and defamatory statements that a third
party, rather than Mustaine, was Ms. Kennedy's biological father, even though a DNA test ruled out
the possibility that the third party was Ms. Kennedy's father. Following a trial, the state court
entered judgment in favor ofthe Mustaines and against the Kennedys in the total amount of $65,000.
The Kennedys insurer also fued a declaratory action against them in a Kentucky state court seeking
a declaration that the claims arising out of the Michigan law suit did not come within the scope of
their insurance coverage. The Kentucky court granted summary judgment to the insurer because the
defamatory statements were inherently injurious, and the claims in Michigan were outside Debtors'
insurance policy.
As a result of the proceedings in Michigan and Kentucky, the Kennedys fued for protection
under Chapter 7 of the Bankruptcy Code. Debtors attempted to discharge the Michigan judgment
as well as other debts. However, the Mustaines claimed.that their judgment was nondischargeable
because as the debt was the result of willful and malicious injury by the Debtor to another entity or
to the property of another entity under 11 U.S.C. § 523(a)(6). The bankruptcy court held the debt
was nondischargeable. The district court affrrmed, as did the Sixth Circuit. The appellate court held
that the debts were nondischargeable because the injury in the underlying tort action was made
intentionally. The Sixth Circuit agreed with the bankruptcy court that the Michigan and Kentucky
judgments established the elements required for nondischargeability (i.e., the Michigan judgment
established that the statements were made and were so made without justification, and the Kentucky
judgment established that the statements were defamatory, intentional, and inherently injurious,
giving rise to an expectation of harm).

In re Francis, 2002 Bankr. LEXIS 76; 2002 FED. App. 0001P (6th Cir. 2002)
In this case, the Bankruptcy Appellate Panel for the Sixth Circuit reviewed an Ohio
bankruptcy court's confrrmation of the Debtor's Chapter 13 plan, and its fmding that the Debtor
proposed the plan in good faith, notwithstanding the very small percentage to be paid on an
otherwise nondischargeable debt. The elements the BAP cited in support of the ruling included that
the Debtor was devoting all of his disposable income to the plan, the Creditor's investigation of the
Debtor was so thorough that it was unlikely that there were hidden assets, and the Debtor did not fue
the Chapter 13 immediately after the Chapter 7 (i.e., he had made substantial payments on the debt).
A spirited dissent concludes that the Debtor's proposal to pay 2-3% on the claims was just a "veiled
Chapter 7."
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B. Secured Claims Issues
In re Zaptocky, 250 F.3d 1020 (6th eire 2001)
Here, the Sixth Circuit Court of Appeals affrrmed a bankruptcy court decision setting aside
a mortgage, because it was not properly executed under Ohio law.
In February, 1997, the Zaptockys refmanced their home with Chase Manhattan Bank. The
mortgage was executed February 7, 1997, in their home, and Gary Williams of First Service Title
Agency served as the closer. The mortgage bears signatures of Bernard and Gloria Zaptocky as
mortgagors, of Mr. Williams as a witness and of ''Taylor Lloyd" as a witness. On April 24, 1998,
the Zaptockys fued a Chapter 7 bankruptcy petition. The Trustee fued an adversary proceeding
against Chase to avoid the mortgage because it was not validly executed under Ohio law relying on
the strong arm power of 11 U.S.C. § 544(a). Specifically, the Trustee claimed that the mortgage
documents did not comply with Ohio Revised Code § 5301.01 which requires that a mortgage be
signed in the presence of two witnesses. At the trial, the Zaptockys each testified they signed the
mortgage at their dining room table in the presence of Gary Williams only, and that they did not
know any person by the name of Taylor Lloyd. In response, Chase offered testimony of Mr.
Williams, who testified that he had no specific recollection of the events of February 7, 1997, and
he did not know of any person by the name of Taylor Lloyd. He did testify, however, that the
company with which he was employed at the time of the Zaptocky closing maintained a policy of
not closing loans unless two witnesses were present. He further claimed that he would not have
signed and notarized the Zaptocky mortgage in contravention of that policy because such actions
would have led to his dismissal. The bankruptcy court ruled that the mortgage was not validly
executed because there was only one witness present at the signing, and therefore the Trustee could
avoid the mortgage under 11 U.S.C. § 544(a)(I), which allowed bankruptcy Trustees to avoid
transfers of property that could be avoided by judicial lien creditors. However, the BAP also ruled
that there was only one witness at the signing of the Chase mortgage and that it was not validly
executed under Ohio law. The BAP held that the mortgage could be avoided based on § 544(a)(3)
and reasoned that, since a bonafide purchaser would have been able to avoid the improperly executed
mortgage, the Trustee could also avoid Chase's claim.
On further appeal, Chase argued that the bankruptcy court and the BAP erred because they
did not apply the correct legal standard when they determined that Gary Williams was the only
witness to the" mortgage. Chase argued that there is a per se rule in Ohio that the mortgagor's
testimony standing alone is not sufficient to invalidate a facially valid mortgage. The Sixth Circuit
Court of Appeals held that, while a facially valid mortgage does bear a strong presumption of
validity, Ohio courts have not explicitly established a per se rule that precludes a party from relying
solely on the mortgagor's testimony to establish a mortgage has been improperly executed. Chase
also argued that the bankruptcy court erred by failing to give sufficient weight to Williams'
testimony. Chase argued that under Ohio law "a positive statement of an inflexible rule always
adhered to by a notary or witness must carry great weight in consideration of their evidence." The
Court of Appeals also rejected this argument, holding that Williams' testimony was outweighed by
the Trustees' clear and convincing evidence that only one witness had been present at the signing
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of the Zaptocky's mortgage. The Court ofAppeals further agreed with the BAP that the Trustee was
entitled to avoid the defectively executed mortgage as a subsequent bonafide purchaser, and that
Chase Manhattan Bank had no right to equitable subrogation against the bankruptcy estate.

In re Periandri, 266 B.R. 651 (6th eire BAP 2001)
Here, the BAP affrrmed the bankruptcy court's decision that the Trustee could not obtain the
status of bonafide purchaser under Ohio law, in order to avoid Norwest's mortgage under 11 U.S.C.
§ 544(a)(3), based upon constructive notice provided by Norwest's foreclosure action, pending in
state court when the bankruptcy petition was fued.
Norwest was the holder of a frrst mortgage on the Debtor's residence. The mortgage was
executed by him on March 31, 1997. On February 13, 1998, Norwest commenced a foreclosure
action against the Debtor in state court, which was stayed upon the filing of the Debtor's Chapter 13
bankruptcy case on May 11, 1999. The Chapter 13 case was converted to a Chapter 7 case on March
10, 2000. Following the frrst meeting of creditors, the Chapter 7 Trustee fued a complaint pursuant
to 11 U.S.C. § 544(a)(3) to determine the validity of Norwest's mortgage and to set the mortgage
aside as improperly executed. The complaint alleged that the Debtor's signature on the mortgage
instrument was witnessed by only one person in violation of Ohio Code § 5301.01, thus rendering
the mortgage defective and avoidable by the Trustee standing in the shoes of a bonafide purchaser.
Norwest contended that, pursuant to Ohio's lis pendens statute, the state court foreclosure action
provided constructive notice to the Trustee, therefore preventing the Trustee from attaining the status
of bonafide purchaser for purposes of avoidance under § 544(a)(3).
The bankruptcy court agreed and granted judgment to Norwest. The BAP affrrmed. It noted
that the issue of whether the mortgage was defectively executed was not before it. It noted that In
re Zaptocky, 250 F.3d 1020 (6th Cir. 2001), indicates that effective mortgage recording is one form
of constructive notice of the mortgagee's interest in property. The BAP then concluded that Ohio's
lis pendens statute was another form of such notice, which the Trustee had when the bankruptcy was
fued. Ohio state law determined the extent of the Trustee's rights under § 544(a)(3). The Court
further noted that the provisions of 11 U.S.C. § 544(a)(3) which state that the Trustee takes the
powers of a bonafide purchaser of real property, "without regard to any knowledge of the Trustee
or any creditor," did not override provisions of state law which imputed notice of claims to real
estate (i.e., a lis pendens). The Court further noted that the fact that no determination had been made
on the foreclosure suit prior to the Debtor's bankruptcy filing did not change the result.

In re AutoStyle Plastics. Inc., 269 F. 3d 726 (6th eire 2001)
In this case, the Sixth Circuit Court of Appeals addressed the issue of the relative priority of
lien claims involving participation interests related to the senior lien.
On June 3, 1996, AutoStyle fued a Chapter 11 petition, later converted to Chapter 7. The
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bankruptcy court authorized the lease and sale of all personal property of AutoStyle, including
machinery and equipment that served as collateral for Bayer Corporation's security interest, to
Venture Industries Corporation ("Venture"). The bankruptcy court entered a consent order providing
adequate protection and other relief that directed Venture to pay its monthly lease payment of
$257,000 directly to Citigroup/Credit Finance, Inc. ("CIT") rather than to Bayer. CIT had a perfected
frrst priority security interest in all of AutoStyle's assets. The loans that CIT had made to AutoStyle
through its credit facility had been repaid by this time. However, certain loans made by other parties,
some of which were related to AutoStyle, pursuant to participation agreements ("Participants") in
the credit facility had not been repaid. Because of these participation interests the bankruptcy court
ordered payment from Venture to CIT rather than to Bayer. Bayer acknowledged CIT's frrst priority
status but contended that the participation agreements are subordinate to Bayer's lien position.
The bankruptcy court declined to order ·the participating parties' claims be equitably
subordinated to Bayer's claim. The Court ruled that it did not have jurisdiction to address Bayer's
argument that the other parties' participation agreements should be recharacterized from debt to
equity. The bankruptcy court ultimately found that the participation agreements were valid. On May
25, 1999, the district court affnmed with respect to all issues except Bayer's claim that the
Participants' alleged debt should recharacterized as equity. The district court ruled that the
bankruptcy court had jurisdiction to address the issue and remanded it to the bankruptcy court. On
remand, the bankruptcy court rejected Bayer's recharacterization claim. The district court affrrmed.
The question for the Sixth Circuit in this case was whether Bayer or the Participants had a
higher priority interest in the proceeds from AutoStyle's bankruptcy estate. Bayer argued that it was
second in line to CIT. The Defendants argued that through their participation agreements they were
effectively in line with CIT and, therefore, ahead ofBayer. Bayer frrst contended that the Defendants
did not have "true" participation in CIT's credit facility. The court discussed the test for assessing
participation agreements and concluded these were valid.
Bayer alleged a failure to perfect a security interest because the Participants did not fue their
own fmancing statements disclosing that they were secured creditors. The court ruled that Bayer's
claim was wholly without merit, as the U.C.C. does not require Participants to obtain separate
security agreements or to fue separate fmancing agreements.
Next, Bayer asserted that the Participants' claims should be equitably subordinated to Bayer's
pursuant § 510(c) of the Bankruptcy Code. The Court analyzed at length the various inequities
claimed by Bayer but ultimately rejected the argument. The Court concluded that Bayer knew that
CIT had a security interest, that it was expandable and that it was ahead of Bayer's security interest.
Therefore, the court held that Bayer did not conduct adequate due diligence and that does not justify
equitably subordinating the Participants' claims.
Finally, Bayer argued that Participants acted inequitably because they gave loans to AutoStyle
and assumed fiduciary obligations to AutoStyle and its creditors, when AutoStyle was insolvent,
under-capitalized, and unable to obtain loans from disinterested third parties. The court found that
under-capitalization alone is insufficient to justify the subordination of insider claims.
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Bayer's fmal argument was that the bankruptcy erred in refusing to recharacterized the
Defendants "alleged" debt as equity. Recharacterization is appropriate where the circumstances
show that a debt transaction was "actually [and] equitably contribution." Bayer argued that the
bankruptcy court and the district court misapplied the eleven factor test enunciated by this court in
Roth Steel Tube Co. v. Commissioner ofInternal Revenue, 800 F.2d. 625, 639 (6th Cir. 1986). The
court found that Bayer was unable to demonstrate a single factor that weighed strongly toward
recharacterizing the participation loans as equity.

In re Morris. 260 F.3d 654 (6th Cir. 2001)
Here, the Sixth Circuit Court of Appeals addressed several procedural issues in the context
of a dispute regarding a secured claim and real estate in a Chapter 13 bankruptcy estate.
In the early 1980s, friends Poss and Morris engaged in a series of unusual transactions
concerning the property from which Morris operated her building, resulting in a situation in which
Morris owned land which she leased to Poss and he owned the building on that land which he leased
to Morris. Poss eventually sued Morris and obtained a judgment in the amount of $2300 for which
he had a lien on the property, and a judgment for $149,750.
When Poss experienced difficulties in enforcing his judgment against Morris, the parties
entered into negotiations and eventually settled the dispute. Poss ultimately got an ex parte order
requiring Morris to convey a particular parcel ofland to Poss pursuant to the settlement. That order
was later reversed on appeal by a state appeals court.
Morris later fued a petition under Chapter 13. Her petition listed the parcel as having a
market value of $100,000 subject to a $1,000 judgment lien obtained by the power company and a
$4,000 tax lien in addition to Poss's disputed interest, to which the petition assigned a value of
$90,000. Her petition also identified Poss as a secured creditor owed $150,000. Poss then failed to
fue a proof of claim. Morris then fued a complaint to set aside the ex parte order Poss had obtained
(as a preferential transfer) and to avoid Poss's lien to the extent it impaired her $5,000 homestead
exemption. The complaint prayed for reconveyance of the property to the estate in bankruptcy and
the determination that Poss' secured status be set at $89,800. In September, 1998, Morris moved
for summary judgment, but Poss failed to respond. Therefore, the bankruptcy court granted
judgment to Morris on the basis of the record before it. Poss appealed. The district court affrrmed.
The appellate court frrst had to decide whether it would consider issues not presented to the
bankruptcy court. The Court stated the general rule is that appellate courts do not consider any issue
not raised below. The court may deviate from the general rule if it is an exceptional case, the failure
to review issues would produce a miscarriage of justice, or the appeal presents a particular
circumstance warranting departure from the general rule. The Court decided to hear the issues
requiring no further factual development in order to promote fmality in this litigation.
Poss challenged the bankruptcy court's grant of summary judgment by objecting to its
citation of Street v. J. C. Bradford & Co., 886 F.2d 1472 (6th Cir. 1989), for the proposition that the
trial court does not have the duty to search the entire record to establish that it is bereft of a genuine
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issue of material fact. The Court held that the bankruptcy court interpreted Street to mean that the
"non-moving party has an affirmative duty to direct the court's attention to those specific portions
of the record upon which it seeks to rely to create a genuine issue of material fact." Further, the
Court noted that this interpretation was in accord with the burden Celotex places on the non-moving
party.
Poss maintained that the bankruptcy court erred by failing to recognize that prior to Morris'
filing of her petition in bankruptcy a constructive trust had attached to the property for his benefit
under Ohio law. The Court held that in this case a constructive trust in favor ofPoss attached to the
property prepetition. In the fmal decision of the state court adjudicating the rights of the parties and
the disputed property the state court found that following the settlement Poss had an enforceable
contract for the conveyance of the property. Under Ohio law, this contract was enforceable in equity
and because of the availability of equitable relief Morris had a duty to convey the property. When
such a duty exists, a constructive trust arises by operation of law. Further, the language of the state
court opinion emphasizing that Morris retained legal ownership ofthe property reinforced the court's
conclusion that Morris held equitable title in constructive trust for Poss. The court noted that, since
a constructive trust was imposed, Poss's additional arguments that the bankruptcy court failed to give
proper consideration and deference to the proceedings in state court and erred by not specifically
enforcing the settlement by conveying the property were moot.

In re Lane. 2002 U.S. ADD. LEXIS 1823, 2002 FED AnD. 0049P (6th eire 2002)
In this case, the Sixth Circuit addressed the question of lien stripping, holding that 11 U.S.C.
§ 1322(b)(2) permits modification of the rights of a totally unsecured homestead mortgagee. The
so-called "antimodification clause" of § 1322(b)(2) states that a Chapter 13 plan may "modify the
rights of holders of secured claims, other than a claim secured only by a security interest in real
property that is the debtor's principal residence, or of holders of unsecured claims ...."
In this case, Debtors obtained a loan secured by a frrst mortgage on their sole residence.
Debtors took out a second mortgage loan on their residence a year later. Two years after taking out
the second mortgage, Debtors sought protection under Chapter 13 ofthe Bankruptcy Code. The frrst
lender flied a proof of claim showing a balance of $40,223.00 due and owing on the senior mortgage
obligation. The second lender then fued a proof of claim showing $22,146.00 due and owing on the
junior mortgage obligation. The two creditors stipulated that the value of the Debtors' home was
less than the $40,000 balance due on the frrst mortgage. The Debtors fued a repayment plan
proposing to pay the regular monthly mortgage payment to the frrst mortgage holder, but proposing
to pay the second mortgage holder as an unsecured claimant, at approximately twenty to seventy
cents on the dollar. The second mortgage holder objected to the confumation of the plan, arguing
that § 1322(b)(2) barred modification of its contractual right because of the undisputed fact that its
claim was one "secured only by a security interest in real property that is the debtors' principal
residence." The Tennessee bankruptcy court accepted this argument and denied confrrmation of the
plan. The district court affumed, and the Debtors appealed to the Sixth Circuit.
The Sixth Circuit reversed, with an analysis of Nobelman v. American Savings Bank, 508
u.S. 324 (1993). There the Court held that the rights of a lienholder whose claim is partially secured
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and partially unsecured would not be subject to modification under § 1322(b)(2). In Nobelman, the
Court reasoned that, because the mortgagee's contractual rights are contained in a single note that
applies to its entire claim, including both the unsecured and the secured portions, debtors cannot
modify the payment terms for the unsecured potion without modifying the terms of the secured
potion. Pursuant to 11 U.S.C § 506(a), whether a lien claimant is the holder of a "secured claim"
or an "unsecured claim" depends on whether the claimant's security interest has any actual "value."
Thus, under the Nobelman rule, if a claimant's lien on the debtor's home has a positive value, no
matter how small in relation to the total claim, the claimant holds a "secured claim" and the
claimant's contractual rights under the loan documents are not subject to modification by the Chapter
13 plan. However, the Sixth Circuit reasoned that, where a claimant's lien on the debtor's
homestead has no value at all, the claimant holds only an "unsecured claim" and the claimant's
contractual rights are subject to modification by the plan. The Sixth Circuit noted that, in so holding,
it was adopting the majority view on the issue, joining the First, Second, Third, Fifth, Ninth and
Eleventh Circuits.

In re Thompson Boat Co., 252 F.3d 852 (6 th eire 2001)
The issue in this case was whether a state unemployment agency's lien on the Debtor's
property for past due unemployment taxes extends to proceeds recovered by the Trustee in
preference actions against Debtor's other creditors. The court held that it does not.
Here, the agency's lien was in the amount of $232,000. The Trustee had recovered over
$300,000 in preference actions. The agency argued that, because the Trustee "stands in the shoes"
of the Debtor, any property recovered by the Trustee was subject to existing statutory liens on the
Debtor's property. The bankruptcy court entered summary judgment for the Trustee. The district
court and Sixth Circuit affumed. The district court reasoned that (1) a debtor and his estate are two
separate entities, and (2) the Bankruptcy Code allows only a Trustee, not debtors, to initiate a
preference action to avoid certain transfers. Therefore, proceeds are property of the bankruptcy
estate, not the debtor. Thus, while the agency had a statutory lien on the Debtor's property, that lien
did not also attach to property acquired by the estate after a bankruptcy petition had been fued. The
Sixth Circuit adopted the district court opinion.

c.

ChaDter 11 Practice

In re Dow Corning Corporation, 2002 U.S. ADD. LEXIS'1204; 2002 FED ADD. 0043P (6th
eir.2002)
This case addressed two issues arising in the complex Dow Corning bankruptcy, which
resulted from silicone gel breast implant litigation. The frrst issue involved the question of whether
a bankruptcy court may enjoin a non-consenting creditor's claims against a non-debtor to facilitate
a Chapter 11 reorganization plan. The second issue, not discussed here, involved the propriety of
a plan's classification of tort and government claimants, based on country of origin and other issues.
Dow and the Tort Claimant Committee submitted the Amended Joint Plan ofReorganization
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to the bankruptcy court. The bankruptcy court confrrmed the plan, and the district court affrrmed
the bankruptcy court's order. This appeal to the Sixth Circuit followed.
Under the plan, a $2.35 billion fund was established for the payment of claims asserted by
personal injury claimants, government health care payers, and other creditors asserting products
liability claims. Dow's insurers and shareholders contributed to the $2.35 billion fund and, in return,
the plan released them from all further liability on claims arising out of settled personal injury
claims. Further, the plan permanently enjoined any party holding a claim released against Dow from
bringing an action related to that claim against Dow's insurers and shareholders.
The bankruptcy court confnmed the plan, but construed the non-debtor release and injunction
provisions to apply only to consenting creditors. The district court affrrmed the confrrmation order,
but reversed the bankruptcy court's interpretation of the release and injunction provisions ofthe plan,
holding instead that the non-debtor release and injunction provisions of the plan apply to all
creditors, consenting and non-consenting. The issue of whether a bankruptcy court has the authority
to enjoin non-consenting creditors' claims against non-debtors to facilitate a reorganization plan
under Chapter 11 is a question of frrst impression in the Sixth Circuit. The Court held that the
bankruptcy court does have such authority. The Court noted that the Bankruptcy Code does not
explicitly prohibit or authorize a bankruptcy court to enjoin a non-consenting creditor's claims
against a non-debtor to facilitate a reorganization plan, but that bankruptcy courts, as courts of
equity, have broad authority to modify creditor-debtor relationships. The Court rejected the
argument that § 524(e) of the Code, which provides that "the discharge of the debt of the debtor does
not affect the liability of any other entity on, or the property of any other entity for, such debt,"
prohibits a bankruptcy court from enjoining a non-consenting creditor's claims against a non-debtor.
This language explains the effect of a debtor's discharge, but does not prohibit the release of a nondebtor. The Court cited 11 U.S.C. § 105(a), which gives bankruptcy courts broad authority to issue
"any order, process, or judgment that is necessary or appropriate to carry out the provisions of this
title," and held that the bankruptcy court is not confmed to traditional equity jurisprudence and has
the power to take appropriate equitable measures needed to implement other sections of the Code.

Because such an injunction is a dramatic measure to be used cautiously, however, the Court
held that enjoining a non-consenting creditor's claim is only appropriate in "unusual circumstances,"
where seven specific factors are present. In this case, the Sixth Circuit found the record did not
support a fmding of "unusual circumstances" such that it could endorse enjoining non-consenting
creditors' claims against a non-debtor. Therefore, it remanded the case to the bankruptcy court for
the necessary factual determinations.

In re Swallen's. Inc.. 269 R.R. 634 (6th Cir. RAP 2001)
In this case, the Sixth Circuit BAP reversed an Ohio bankruptcy court's decision allowing
distribution of assets of a Chapter 11 estate in which no disclosure statement was approved and no
plan was ever fued. It also includes a discussion of appellate mootness and standing issues.
In October 1995, Swallen's, Inc. [tled its Chapter 11 petition. In December, the Debtor
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ceased operation and closed its doors. Instead of converting the case to a case under Chapter 7, the
Debtor pursued liquidation of its assets under Chapter 11. In December, 1996, the Debtor flled a
disclosure statement estimating that over $5,000,000 would be available to pay creditors, but never
flled a plan. The bankruptcy court never approved the disclosure statement. Mer six years in
Chapter 11, it appeared that the Debtor had only about $1,200,000 available to distribute to creditors.
In January 2001, the Ohio Department of Taxation ("Department") flled a motion to dismiss the
case, convert it to a Chapter 7, or appoint a Chapter 11 Trustee. Mer a hearing on this motion, the
bankruptcy court ordered the Debtor to flle a motion to distribute funds or convert the case to one
under Chapter 7. The Debtor then moved to dismiss the case and to distribute the remaining funds
according to the priorities established by 11 U.S.C. § 507. The Debtor gave notice of this motion
to counsel for the Committee for Unsecured Creditors, the secured creditors, the Trustee, and certain
others including the Department. The bankruptcy court granted Debtor's motion over the objections
of the Department and the Ohio Bureau of Workers Compensation ("Bureau") and ordered
distribution of the remaining funds according to § 507, after which it ordered the case dismissed
under the provisions of 11 U.S.C. § 305(a) and 1112(b). The appellants were then entitled only to
a prorated distribution under 11 U.S.C. § 507(a)(8).
The BAP reversed, holding that the bankruptcy court had exceeded its power under § 105(a)
by creating a hybrid creature not recognized by the Bankruptcy Code. The BAP noted that the
bankruptcy court had created a Chapter 7 without the protection ofa Trustee, or a Chapter 11 without
the protection of a confrrmed plan. The Court stated "... we simply cannot fmd a basis in the
Bankruptcy Code for permitting, over objections by interested parties, a distribution to creditors of
all the assets in a Chapter 11 case absent a confrrmed Chapter 11 Plan."
The appellate court noted that the issue of whether all interested parties could waive the
Chapter 11 formalities was not before the Court. The Debtor further argued that the issues raised
on this appeal were moot, because a large amount of the funds in its possession had already been
paid out. The BAP rejected this argument, holding that relief was still partly available because the
Department and Bureau could conceivably improve on their positions if the appeal were decided in
their favor. The bankruptcy court's dismissal of the case was also at issue. The appellant contended
that it was improper because the bankruptcy court failed to give notice to all creditors of the hearing
on the dismissal, under Federal Rule of Bankruptcy Procedure 2002(a)(4), which provides in
pertinent part, "all creditors must receive notice of the hearing on the dismissal of the case under
Chapter 11." The Court determined that since the appellants were among the creditors who received
notice of the motion to dismiss, they lacked standing to raise the notice issue on behalf of the other
creditors.

In re Danny's Market, Inc., 266 F.3d 523 (6th Cir. 2001)
In this case, the Sixth Circuit held that the Trustee fees in a Chapter 11 case must be based
on the amounts of all payments until the case is closed or converted, not just expenditures pursuant
to the reorganization plan.
The Debtors are seven corporations. The bankruptcy court confrrmed a joint plan of
reorganization under which Danny's Markets paid in full all but its disputed claims by June 30, 1998.
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On September 30, the case was administratively closed. The Trustee then moved to convert the
bankruptcy to a Chapter 7 proceeding because Danny's Market had not paid him any fees between
the date of confrrmation and the date the case was closed. Danny's Market acknowledged that it
.owed some fees for that period, but contested the exact amount. The Trustee insisted that Danny's
Markets' "disbursements," the statutory basis for the fees, included all of its expenditures during that
time. Danny's Markets argued that its disbursements were only those expenditures which were
pursuant to its reorganization plan. The bankruptcy court agreed with Danny's Markets and denied
the motion. The district court reversed and the Sixth Circuit affrrmed, agreeing with the Trustee.
The Court determined that Congress contemplated that disbursements would encompass all
payments to third parties directly attributable to the existence of the bankruptcy proceeding, and that,
throughout the proceeding, those payments' essential character would not change. Therefore, the
Court held that all payments, including the Debtor's day-to-day, post-confrrmation operating
expenses, must be accounted for in calculating the Trustee's quarterly fee. The Court determined
that these are disbursements under the statute, and that the statute is quite unambiguous with respect
to the fact that all disbursements, whenever made, drive the fee amount. The Court found most
compelling Congress' intent that confmnation not impact the stream of fees coming to the Trustee.

D. Preferences
In re Russell Cave Company, Inc. flkla The eT. Peterman Company, 259 B.R. 879 fE.D. Ky. 2001)
Here, the bankruptcy court discussed the "ordinary course of business" defense to an
avoidance action in the context of a new business relationship between the Debtor and the transferee.
A relationship between the Debtor and the defendant Creditor arose approximately six
months before the Debtor ftIed bankruptcy, when the Debtor placed three separate orders for various
goods. This was the frrst time the parties had done business with each other. The goods were
shipped to Debtor two months after the order was placed. The payment term set out on the invoices
was twenty days. The total amount due for all the goods was $50,043, which the Debtor paid by a
single check sixty-three days after the shipping date. The Debtor ftled its bankruptcy proceeding less
than three months later. The Committee of Unsecured Creditors brought an action to avoid the
payment as a preference under 11 U.S.C. § 547(b). The Creditor defended on the ground that the
payment was in the ordinary course of business, under 11 U.S.C. § 547(c)(2). Section 547(c)(2) has
three prongs, which are:
(A)

the payment was of a debt incurred by the debtor in the ordinary course of
business of the debtor and the transferee

(B)

the payment was made in the ordinary course of business of the debtor and
the transferee; and

(C)

the payment was made according to ordinary business terms.
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The Court cited In re FredHawes Org., Inc., 957 F.2d 239 (6th Cir. 1992), for the proposition
that a "late payment will be considered "ordinary" only upon a showing that late payments were the
normal course of business between the parties." The Committee argued that it was impossible for
the Creditor to satisfy this requirement because the defendant and the Debtor had no prior history
of dealing. The Court disagreed, noting that a transaction can be in the ordinary course of fmancial
affairs even if it is the frrst such transaction undertaken by the customer, so long as the transaction
would not be out of the ordinary for a person in the Debtor's position. The Creditor presented
testimony of its chief fmancial officer that its average collection period for outstanding debts was
56.7 days, and 93% of the company's receivable were 58 days old or older. The Court concluded
that a payment period of around 60 days was in the scope of ordinary business terms and thus
satisfied §547 (c)(2)(C). However, because the parties had no history of transactions between them
evidencing that 60 days was their normal payment period, the Court determined that it could give
weight only to the terms the parties agreed to. Thus, where there was no history demonstrating the
parties typically disregarded the payment terms set out in the invoices, payment outside the twentyday period set forth in the parties' agreement was not within the ordinary course of the Debtor's
business with the defendant. Because the defendant failed to demonstrate by a preponderance of the
evidence that it was entitled to avail itself of the defense of § 547(c)(2)(B), the bankruptcy court
entered judgment for the Committee.

In re Morehead. 249 F.3d 445 (6th Cir. 2001)
Here, the Sixth Circuit held that when wages are earned during the preference period, transfer
of those wages pursuant to a garnishment order is avoidable under 11 U.S.C. § 547(b)(4)(A).
State Farm ftIed a lawsuit against Morehead on January 3, 1993 and obtained a judgment
against her on March 24,1995. State Farm issued wage garnishments to Morehead's employer on
or about February 12, 1996, September 9, 1996 and June 12, 1997. On November 12, 1997,
Morehead ftIed a Chapter 7 petition. On November 14, 1997, the bankruptcy court entered an order
staying wage deductions by creditors within the 90 days immediately preceding the filing of
Morehead's bankruptcy. State Farm obtained $721.35 from her paycheck. The Trustee did not
attempt to avoid the transfer. However, Morehead ftIed an adversary proceeding on January 28,
1998 to recover these funds. The bankruptcy court found that State Farm obtained its status as a
perfected lien creditor when it served the garnishment order on Morehead's employer. Because
perfection occurred prior to the beginning of the 90-day preference period, the bankruptcy court held
that no preferential transfer occurred. The district court agreed and affrrmed. The Sixth Circuit
reversed.
On appeal, Morehead argued that she did not acquire rights in the garnished wages at issue
until they were actually earned. Because the Bankruptcy Code required that the debtor acquire rights
in property before it can be transferred, Morehead argued that the transfer could not occur until the
wages were earned. Therefore, Morehead claimed that she was entitled to avoid the transfer to State
Farm of wages earned during a 90-day preference period. State Farm argued that, because it
perfected the garnishment of Morehead's wages outside the 90-day preference period and because
Kentucky law recognizes property rights in future earnings, the garnishment of Morehead's wages
did not constitute a preferential transfer. The Sixth Circuit noted that, regardless of when a property
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lien is perfected, 11 U.S.C. § 547(e)(3) requires that the debtor have rights in the property before it
can be transferred. The Court stated that, in a wage garnishment context, this cannot logically occur
until the Debtor performs the services that entitle her to receive the wages that are subject to
garnishment. The Court rejected the approaches argued by State Farm because they seemingly
ignored the plain language of 11 U.S.C. § 547(e)(3). The Court noted that the bankruptcy courts
which had considered this section had almost uniformly held that a wage garnishment is an avoidable
transfer where the garnishment is of wages earned during the preference period.
In re ,Tohnson, 270 B.R. 390 (Bankr. W.D. Ky. 2001)
Here the bankruptcy court held that wages obtained by garnishment between 90 and 180 days
preceding a bankruptcy filing were not preferential transfers.
The judgment Creditor obtained no wages by garnishment from the Debtor during the 90-day
period prior to the Debtor filing his voluntary petition in bankruptcy. Wages were garnished,
however, from the Debtor's pay during the 180-day period prior to the bankruptcy filing. The Debtor
argued that pursuant to KRS 378.060 and KRS 378.070, all wages garnished during the 180 days
prior to the bankruptcy filing be declared preferential transfers. The Debtor chose not to proceed
under 11 U.S.C. § 547(b) since no wages were garnished during the 90-day period prior to the
bankruptcy filing.
Under KRS 378.060 a transfer may be set aside as a preference if two conditions are met:
(1) the conveyance was made in "contemplation of insolvency" and (2) "with the design to prefer
one or more creditors to the exclusion, in whole or in part, of others." The Debtor relied on the Sixth
Circuit case of In re Rexplore Drilling, Inc., 971 F.2d 1219 (6th Cir. 1992), contending that he need
not prove intent in order to establish a violation of KRS 378.060. The Court noted that Kentucky
law presumes the elements of the preference statute had been met where it is demonstrated that the
Debtor made the conveyance or transfer while insolvent. This presumption is a rebuttable one, and
the burden shifts to the defendant to rebut one of the two prongs of the analysis. The Court stated
that, in this case, there was no dispute that the transfers were made at a time when the Debtor was
insolvent. However, the Court found that the defendant effectively rebutted the Debtor's claim that
the transfer was made with a design to prefer one creditor over another. The Court pointed out that,
inRexplore, the garnishment resulted from an agreed judgment. Here, the garnishment resulted from
a default judgment. The Court held that the transfer was not a voluntary one and that was clear
evidence that the transfer was not made by the Debtor with a design to prefer one creditor over
another. The transfer was made involuntarily and could not have been made by the Debtor to prefer
one creditor over another.

E. Property of the Estate
In re Cannon, 277 F.3d 838 (6th Cir. 2002)(Cannon v..I.C. Bradford Co.)
Here, an attorney wrongfully transferred client escrow funds to a broker for the attorney's
own benefit. The Sixth Circuit declined to permit the Trustee of the attorney's Chapter 7 estate to
maintain an action against the broker to recover the funds.
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The attorney maintained several escrow accounts to hold clients' funds deposited in
connection with real estate transactions. He began to use the funds in his escrow accounts to pay
various personal and business expenses, and entered into several commodities transactions with the
defendant brokerage ftrm. Over a period of several years, the Debtor sustained gross trading losses
in excess of $2 million. By the time he fued Chapter 7 bankruptcy in 1994, the deficiency in his
client escrow accounts had ballooned to over $3.5 million. The amount was owed to mortgage
companies and individuals on real estate closings.
The Chapter 7 Trustee commenced an adversary proceeding against the defendant brokerage
ftrm alleging violations of federal commodities law, breach of fiduciary duties, fraud, violation of
state consumer protection laws, and failure to supervise. These are all non-core proceedings under
28 U.S.C. § 157(b)(2). The Trustee also sought to recover $1,137,500 that Debtor transferred to the
defendant brokerage ftrm from the escrow accounts pursuant to 11 U.S.C. § 548 (fraudulent
transfer). This is a core proceeding under 28 U.S.C. § 157(b)(2)(H).
In the non-core action, the bankruptcy court proposed the district court fmd the defendant
liable on several of the counts alleged, and recommended the district court enter judgment in favor
of the Trustee for over $2.3 million in compensatory damages and $5 million in punitive damages
plus pre-judgment interest, which the district court declined to do. In the core proceeding, the
bankruptcy court entered judgment in favor of the Trustee for over $1.1 million. The district court
reversed the bankruptcy court and dismissed the Trustee's claims against defendants. The Sixth
Circuit affrrmed the district court's judgment.
First, the Sixth Circuit addressed the central issue of the core proceeding -- whether the
funds that were deposited with the defendant brokerage frrm constituted fraudulent transfers under
§ 548. Pursuant to § 548(a)(I), the Trustee "may avoid any transfer of interest of the debtor in
property" made within one year before the debtor fued the petition for bankruptcy. The "property
of the estate includes all legal or equitable interest of the debtor in property as of the commencement
of the case." Section 541(d) further provides that property in which the debtor holds only legal title
and not an equitable interest becomes property of the estate only to the extent of the debtor's legal
title to such property, but not to the extent of any equitable interest in such property that the debtor
does not hold. The Court noted that the Debtor does not own an equitable interest in property he
holds in trust for another. Therefore, he possessed only legal title for the funds in escrow, while
equitable title remained vested in his clients. Because Debtor's interest in the trust funds could not
be considered "property of the estate," the Court concluded that escrowed funds were not subject to
the Trustee's avoidance power under § 548.
Next, the Court addressed the lower Courts' holdings regarding the non-core proceeding.
Specifically, the Court addressed the district court's holding that the Trustee had no standing to
assert claims against the defendant in this proceeding. The Court acknowledged that the Trustee
stands in the shoes of the Debtor and has standing to bring any action that the Debtor could have
brought had he not fued the petition for bankruptcy. The Court also acknowledged that, pursuant
to Tennessee law, the Debtor would be permitted to maintain an action to recover the money or
property from the defendants for the trust estate, even though the defendant received the trust funds
as a result of the Debtor's own breach of duty to the beneficiaries. Nevertheless, because such a suit
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would recover misappropriated trust property for the Debtor's clients, the beneficiaries ofthe express
trust who lost their money upon the collapse of his schemes, any action brought by the Trustee
against the defendants would not bring property into the estate for the benefit of creditors. Thus, the
Court concluded that, because the Bankruptcy Code does not allow the Trustee to collect money
unless it is owed to the bankruptcy estate, the Trustee lacked standing to proceed.
F. Automatic Stay
In re Madison Recycling Associates, 2001 U.S. Dist. LEXIS 4741; 2001-1 U.S. Tax. Cas. (CCH)
P50, 361; 87 A.F.T.R. 2d (RIA) 1583; 81 T.C.M. (CCH) 1496 (E.D. Ky. 2001).

This case concerns the applicability of the automatic stay in a partnership tax context.
The Debtor, Madison Recycling Associates, a limited partnership, fued a petition with the
United States Tax Court to determine the propriety of a Final Partnership Administrative Adjustment
made with respect to the partnership by the IRS. Twelve years later, and one week prior to the
scheduled trial date, the Debtor fued for Chapter 7 bankruptcy protection. The tax court, however,
refused to stay the tax court litigation and held the automatic stay did not affect the proceedings
before the tax court. The Debtor fued a motion for emergency hearing in the bankruptcy court,
asking the Court to hold the IRS in contempt for failure to abide by the automatic stay. The
bankruptcy court denied the motion, and the Debtor appealed. The district court affrrmed the
bankruptcy court. Because a partnership itself is not a taxable entity, a partnership readjustment
proceeding brought in tax court affects only the tax liabilities of the partners. Therefore, although
Madison Recycling Associates in form may have fued the Tax Court petition, it was not in substance
a party to that litigation. This is because the partnership itself is not liable for any tax assessed, but
rather, the partners are those liable for any assessed taxes. Accordingly, because a partner's
readjustment proceeding in tax court is not automatically stayed where the partnership, rather than
one or more of the partners, is in bankruptcy, the IRS did not violate the automatic stay.

.

G. Attorneys and Other Professionals
Kirk v. Watts, 62 S.W.3d 37 (Ky. AnD. 2001)

In this case, the Court of Appeals of Kentucky reversed a summary judgment in favor of the
appellee attorney in a malpractice action based upon the attorney's failure to advise his client to list
her claim for sexual harassment against her former employer on her bankruptcy petition.
Here, the plaintiff retained an attorney to discuss the possibility of pursuing a sexual
harassment claim against her former employer, Carbide. The attorney drafted a complaint in April
of 1995 and the plaintiff signed it, but it was not fued. In June of 1995, the plaintiff approached the
attorney for advice on bankruptcy. He advised the plaintiff not to include the claim against Carbide
in her petition. Specifically, he told the plaintiff not to list the claim on the petition because (1) the
two matters were entirely unrelated; (2) they would still have time to fue the claim against Carbide
after the bankruptcy was concluded; (3) if the claim was fued after discharge of the bankruptcy, the
Trustee would not get any money from it; and (4) this would keep the claim against Carbide from
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being 'tied up" in the bankruptcy court, and would keep the Trustee from getting his "hands in the
pie." Based on the attorney's advice, the plaintiff did not list the claim against Carbide on the
petition.
Following discharge in the bankruptcy, the plaintiff filed the complaint against Carbide in
state court. Carbide removed the case to federal court and, during the discovery process, learned of
the plaintiff's bankruptcy. Carbide filed a motion for summary judgment on the grounds that the
plaintiff's failure to list the claim on the bankruptcy petition was a judicial admission that the claim
did not exist, and that the plaintiff did not have standing to litigate the claim because, as an asset of
the bankruptcy estate, only the Trustee could pursue the claim. The federal court denied Carbide's
motion for summaryjudgment, and permitted the bankruptcy Trustee to file an intervening complaint
and to maintain the action.
Subsequently, Carbide, the Trustee, and the Plaintiff agreed to a settlement pursuant to which
$52,000 would be paid to the Trustee, with $15,000 to be paid to the plaintiff. The Trustee also
specifically assigned to plaintiff any claims that the bankruptcy estate may have had against the
attorney. The attorney then filed an attorney's lien in the amount of $5,000 on the plaintiff's
recovery under the settlement agreement. The plaintiff filed a malpractice claim shortly thereafter.
The attorney moved for summary judgment, arguing that the plaintiffwas precluded from recovering
anything from him because of her settlement agreement with Carbide. The trial court granted the
attorney's motion based on the holding of Mitchell v. Transamerica Insurance Company, 551
S.W.2d 586 (Ky. App. 1997), which holds that a malpractice action against an attorney cannot be
established in the absence of a showing that his wrongful conduct deprived his client of something
to which the client would have otherwise been entitled.
The Court of Appeals reversed the trial court, and distinguished the plaintiff's case from
Mitchell. Here, the plaintiff had a viable claim for sexual harassment against Carbide, and she lost
the opportunity to maintain the case in her own name and prosecute her own interests as a result of
Watts' advice not to list the claim on the bankruptcy petition. Due to this advice, the claim belonged
to the Trustee. Because the Trustee could have decided not to maintain the action at all, or to leave
the plaintiff with nothing in the event she chose not to accept the $15,000, the Court of Appeals
found that the plaintiff had been deprived of something to which she would otherwise have been
entitled.

In re Hilburn's Paint and Body Shop. Inc., 268 H.R. 127 (6th eire HAP 2001)
This was the second appeal presented by the Trustee on the issue of compensation to a
Debtor's attorney.
In a prior opinion, the BAP affrrmed the bankruptcy court's interim award of the $1,250 in
compensation to the Debtor's attorneys. The bankruptcy court later entered an order approving
administrative claims and disbursement of funds, which included disbursement of the $1,250 to the
Chapter 7 Debtor's attorney. The panel refused to entertain this appeal, based on the law of the case
doctrine-i.e., that a court is precluded from re-examining an issue previously decided in the same
case. The Court held that, because the panel's prior decision addressed the same issue presented in
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this appeal, the law of the case doctrine is applicable and, therefore, foreclosed this appeal.

In re Kisseberth, 273 F.3d 714 (6th eire 2001)
In this case, the Sixth Circuit affnmed an Ohio bankruptcy court's order requiring the
Debtors' attorney to disgorge the majority of the fees he had been paid, and to forfeit his right to
collect the unpaid balance, relying on the bankruptcy court's broad power to sanction attorney
conduct contrary to the Code and the Rules.
The Debtors owned and operated two jewelry stores. In 1994, one of their stores was
destroyed by frre. The insurance company determined that the Debtors had intentionally caused the
frre and refused to pay. Four days before the insurance ruling, the Debtors retained a bankruptcy
attorney to counsel them. Two months later, they fued a Chapter 7 petition. As required by 329 of
the Bankruptcy Code, the Debtors' attorney included a compensation statement in the petition. The
compensation statement disclosed that the attorney had been paid a $1,500 retainer, and that he
would be billing the Debtors $100 per hour for his services.
However, between the time the Debtors hired the attorney and the time the petition was fued,
the attorney had already billed in excess of $5,000 in legal fees. He did not disclose this fact on the
Chapter 7 petition. Mter the bankruptcy case had begun, the Trustee decided to appeal the Debtors'
insurance ruling. Because it determined that the Debtors would indirectly benefit from a favorable
outcome of the insurance appeal, the bankruptcy court required the Debtors to personally bear a
portion of the fmancial burden of the appeal. Specifically, it required them to pay for the appellate
transcript, at a cost of $6,196. Relatives of the Debtors loaned them the funds to pay for the
transcript, and the funds were tendered to the attorney with the express understanding that the lenders
were to be paid back in the event of any recovery in the insurance case.
While the appeal was pending, the insurance company settled the case, and funds became
available from the proceeds of this settlement to reimburse the Debtors' relatives for the funds they
had advanced. Instead of returning the $6,196 to the Debtors' relatives, however, the attorney
applied that amount to his unpaid fees for his work on the Debtors' bankruptcy case. At the
completion of the bankruptcy proceedings, the attorney had billed in excess of $15,000 for his legal
services. The Debtors had paid him $5,100 and, following the attorney's. retention of the $6,787
amount advanced for the transcript, the remaining balance of $3,212 of the attorney's fee was
unpaid.
Mter the bankruptcy case was closed, the attorney sued the Debtors in an Ohio state court
for the unpaid balance of his fees. The Debtors, in turn, fued a motion to reopen their bankruptcy
case. In addition, the Debtors' relatives sued the attorney in state court to recover the $6,196 that
they had advanced for the appellate transcript. The bankruptcy court ordered the attorney to disgorge
$9,600 of the $11,887 he had collected, including the transcript funds. Further, the bankruptcy court
ordered a forfeiture of the unpaid balance of the funds that he sought to collect through the state
court action. The attorney appealed and the United States district court affrrmed, but modified the
bankruptcy court's decision to reallocate the transcript funds to the Debtors rather than to the
bankruptcy estate. The attorney appe~ed again, and the Sixth Circuit affrrmed.

G-24
I'

The attorney frrst argued the bankruptcy court did not have jurisdiction to order the
disgorgement of the fees he collected from the transcript funds because, as the subject of a
postpetition loan between the Debtors and third parties, the funds were not a part of the bankruptcy
estate. The Sixth Circuit held the bankruptcy court was empowered to order disgorgement of the
transcript funds based on its jurisdiction over attorney's fees charged "in connection with" the
bankruptcy case. (11 U.S.C. § 329). Second, the attorney argued the bankruptcy court erred in
fmding the attorney's fees charged were excessive. The bankruptcy court concluded the attorney's
fees were excessive because he worked on matters that he had not been asked or authorized to
address, and that the hours spent were unnecessary given the relative lack of complexity of the
bankruptcy case. The Sixth Circuit agreed.
The attorney then argued that he was required to disgorge only that amount of the fees which
were excessive. He argued that the bankruptcy court abused its discretion in awarding him only
$2,287 in attorney's fees out ofhis total bill of$15,000, because the extent of the disgorgement was
far beyond the extent to which his fees might have been excessive, and because his violations of §
329 (i.e., failure to disclose all prepetition billing) and Bankruptcy Rule 2016(b) were technical and
inadvertent. The Sixth Circuit disagreed, and found the bankruptcy court had discretion to heavily
sanction the attorney for his violations of the Bankruptcy Rules and Bankruptcy Code. Bankruptcy
courts have broad and inherent authority to deny compensation where an attorney fails to satisfy the
requirements of the Code and Rules, even if the failure is not intentional.

In re Circle K Corp.! 2001 U.S. Anp. LEXIS 28026 (9th eire 2001)

This case concerns whether the compensation of a fmancial advisor employed by a Chapter
11 debtor is subject to review under § 328 (where the agreed upon compensation terms may only be
altered if they are improvident in light of developments which could not have been anticipated at the
time of the flXing of the terms) or § 330 (a reasonableness standard).
The Circle K Corporation fued a voluntary petition for relief under Chapter 11 in May, 1990.
In July the Bondholder Committee sought approval from the bankruptcy court to retain a fmancial
adviser and requested authority "to enter into a letter agreement dated as of July 12, 1990
establishing terms and conditions of the advisor's engagement by the Committee." The Retainer
Agreement specified that the advisor would be paid a fee of $100,000 per month plus reasonable outof-pocket expenses. The Retainer Agreement acknowledged that it was subject to the approval of
the Court. The agreement further stated that all fees paid to the advisor remained subject to
subsequent bankruptcy court approval and a fmal fee application to be submitted to the Court. None
of the retention application, the Retainer Agreement nor the Order approving the employment
explicitly mentioned § 328 or § 330. The bankruptcy court conducted a "reasonableness" review
under § 330 and cut the requested fees substantially. The district court reversed, holding that the
advisor had actually been employed under § 328, and remanded. On remand, the bankruptcy court
awarded the full fee under the § 328 standard. The district court then affrrmed, but the Ninth Circuit
reversed. It concluded that, because the retention agreement did not specify a § 328 retention, a §
330 review was appropriate.
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In re Moffett, 263 B.R. 805 (W.D. Ky. 2001)
Here, the Court sua sponte consolidated three Chapter 7 bankruptcy cases to determined
whether a paralegal who assisted in the preparation and filing of the cases engaged in the
unauthorized practice of law or violated any of the requirements for non-attorney petition preparers
pursuant to 11 U.S.C. § 110.
The paralegal testified that she told each Debtor she was not an attorney and could not give
legal advice. However, she also testified that she had accepted filing fees from some of the Debtors
and had fued petitions on their behalf, that she used her knowledge of bankruptcy law to apply the
appropriate exemptions and determine co-debtor status, and that she explained to clients how to fill
out schedules or questionnaires. Based on these and other activities, the Court determined the
paralegal had engaged in the unauthorized practice oflaw pursuant to Kentucky Supreme Court Rule
3.020, which defmes the practice of law as any service rendered involving legal knowledge or legal
advice. The Court also found the paralegal violated 11 U.S.C. §§ 110(t)(1), (g)(I), (h)(2), and (i).
The Court reiterated that bankruptcy preparers are only authorized to perform purely clerical
activities, such as typing information exactly as provided by potential debtors. A paralegal may only
provide legal services if he or she is working under the supervision and direction of a licensed
lawyer. Because the paralegal here ran her own freelance business and was not working under an
attorney's supervision, she was only permitted to advertise herselfas a bankruptcy petitioner preparer
without any reference to her paralegal training. Thus, she violated § 110(t)(1) by including the term
"legal" in her advertising by calling herself a paralegal on her business card. The Court enjoined the
paralegal from further engaging in conduct prohibited by 11 U.S.C. § 110 and assessed a $100 fme
against her for violating § 110(t)(1). The Court also ordered her to tum over all fees paid to her in
these cases to the bankruptcy Trustee pursuant to § 110(h)(2), and set an hourly fee of $20 with a
maximum fee not to exceed $100 for all bankruptcy petition preparers. Lastly, the Court certified
the violations of 11 U.S.C. § 110 to the district court pursuant to subsection 110(i)(I).

H. Miscellaneous
In re Gordon Sel- Way. Inc., 270 F. 3d 280(6tb eire 2001)
This case concerns the sovereign immunity issues in the context of the IRS's set-off rights.
On July 1, 1998, Sel-Way fued a voluntary Chapter 11 petition. Its liquidating plan was
confumed by the bankruptcy court on July 15, 1991. The plan provided for the liquidation of all of
Sel-Way's assets, after which it would not continue doing business. Sel-Way's prepetition debts
included unpaid employment tax ("FUTA") penalties owed to the IRS. Under the plan, the
government's tax penalty claims were treated as Class 5 General Unsecured Claims. As a result,
these claims were to be paid off after secured and priority tax claims. Sel-Way became entitled to
FUTA refunds. Sel-Way also fued an adversary complaint against the IRS to subordinate its Class
5 unsecured tax penalty claims mentioned above. The bankruptcy court, citing the Sixth Circuit's
decision in the United States v. Noland, 48 F.3d 210 (6 th Cir. 1995), granted the request. The
government appealed the decision to the district court and, while this appeal was pending, Sel-Way
liquidated all of its assets (except the FUTA tax refund) and distributed the funds consistent with the
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confmned plan.
On May 13, 1996, the U.S. Supreme Court issued its opinion in the United States v. Noland,
517 U.S. 535 (1996), reversing the Sixth Circuit in that matter. As a result, the district court
remanded Sel-Way's case to the bankruptcy court for further review. Mer considering Noland, the
bankruptcy court reversed its prior order granting subordination of the government's claims and
restored those claims to the status of general unsecured claims, meaning that, once again, the
government was entitled to a pro-rata share of the money that already had been distributed to others.
Therefore, the IRS tax penalty claims that had been temporarily subordinated were not paid. The
bankruptcy court then proceeded to address Sel-Way's claim for its FUTA tax refund and the
government's claim that it should be able to set off this refund against the amount of money that it
would have received had it been given a pro-rata share of the monies distributed to all of their
unsecured claims. The bankruptcy court found that the government's claim arose in 1994,
postpetition. The bankruptcy court concluded that since the government's claim arose prepetition,
it could not be set off against Sel-Way's postpetition claim. On appeal, the government asserted that
Sel-Way's refund claim was barred by sovereign immunity, that the bankruptcy court lacked subject
matter jurisdiction over this postpetition matter. In addition, the government argued that the
bankruptcy court erred by refusing to grant it a setoff.
The district court held that the bankruptcy court properly exercised jurisdiction over SelWay's claim. However, it reversed the bankruptcy court's decision regarding setoff. It found that,
upon confrrmation of Sel-Way's plan the government's prepetition claim was converted to a
postpetition claim. The Court reasoned that since Sel-Way's FUTA tax refund claim also arose
postpetition, the parties' claims could be setoff against one another. On appeal, the government
argued that the district court erred when it held the bankruptcy court had jurisdiction over the case.
The government argued that it had not waived sovereign immunity under 11 U.S.C. § 505, because
§ 505 stated that the Trustee acting on behalf of the estate may obtain a tax refund in bankruptcy
court. The government concluded that since Sel-Way was not a Trustee acting on behalf of the
estate, Sel-Way did not establish jurisdiction in the bankruptcy court under § 505.
The Court of Appeals disagreed,and determined that § 505 should be read more broadly,
authorizing the bankruptcy court to rule on the merits of any tax claim involving an unpaid tax, fee,
or penalty relating to a tax or any addition to a tax, ofthe Debtor or the estate. The Court stated that,
even assuming Congress' abrogation of sovereign immunity in § 106, it did not apply to § 505 claims
brought by nontrustees, the Court found that government had waived sovereign immunity pursuant
to 11 U.S.C. § 106. The Court noted that when the government fues a proof of claim, it waives
sovereign immunity if 1) the property that the Debtor claims is property of the estate and 2) the
Debtor's claim arose out of the same transaction or occurrence as the government's claim. The
Court held that it was property of the estate. The Court held that the tax refund claim, although
technically postpetition property, should be considered as part of property of the estate. The Court
also determined that the tax refund claims arose out of the same transaction or occurrence. The
Court ruled that, while it was true that the parties' claim did not arise at the same moment, there was
clearly a logical relationship between the claims, and therefore they arose out of the same transaction
or occurrence.
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The Court also rejected the government's argument that the bankruptcy court lacked subject
matter jurisdiction. It held that the bankruptcy court had jurisdiction under § 157(B)(I) which
confers jurisdiction to hear all "core proceedings," including those which affect the adjustment of
the debtor/creditor relationship, which this issue did.
The Sixth Circuit also rejected the government's argument that, in a Chapter 11 proceeding,
the bankruptcy court may not exercise post-confrrmation jurisdiction unless such jurisdiction is
provided for in the plan of reorganization, and Sel-Way's plan only provided for jurisdiction over
controversies pending as of the date of the confrrmation. The Court held that the bankruptcy court
clearly had jurisdiction over this case since its resolution of Sel-Way's tax claim and the
government's right to setoff is necessary to hasten the consummation of the plan. The Court also
concluded that Sel-Way's plan did provide for post-confnmationjurisdiction. The plan stipulated
that the Court shall further retain jurisdiction to hear and determine all controversies relating to
obligations of the debtor incurred in the conduct of Sel-Way prior to confnmation. The Court
determined that, given that the controversy before it clearly related to Sel-Way's federal tax penalties
which arose prior to confnmation and payment, the bankruptcy court had post-confrrmation
jurisdiction.
The fmal issue was the government's right to take the setoff. The Court determined that
the government was entitled to a setoff. The Court held that neither of the two rationales for barring
setoff of prepetition claims against postpetition claims applied to the instant case. First, the original
tax penalty claims undisputedly arose against Debtor before it became a Debtor in possession, so the
concern about maintaining mutuality did not apply. Second, allowing the government to assert a
postpetition claim based on Debtor's failure to protect integrity of the plan did not present a danger
that the prepetition creditors would use setoffto gain priority over the other prepetition creditors with
superior claims. The Court determined that, under these facts, allowing the government to setoff its
claim for a pro rata share of the distribution against Sel-Way's claims for tax refunds would not
undermine the integrity of the plan but would merely allow the government to obtain the same
treatment as other Class 5 creditors. The Court also concluded that the equities in this case favored
a setoff for the government.

In re Brown, 248 F. 3d 484 (6th Cir. 2001)
In this case, the Sixth Circuit held that a district court's decision that IRS claims were not
time-barred was not a fmaljudgment and therefore was not appealable under 28 U.S.C. 158(d).
In each of the Chapter 13 cases appealed, the Debtor failed to list the IRS on his or her
schedules or statements. Therefore, the IRS did not receive notice of filings. In each case, the IRS
became aware of the Chapter 13 filing and ftled claims only after the plans were confrrmed and after
the 11 U.S.C. § 502(b)(9) time limitation for filing proof of claims had expired. The Trustee moved
to disallow the IRS's claims as untimely pursuant to § 502(b)(9). The IRS argued that the time
period was equitably tolled until it received notice of the proceedings. The bankruptcy court rejected
the IRS' position and dismissed the claims. The district court reversed, ruling that, "Where a
government unit receives no notice of entry of an order for Chapter 13 relief until after the period
for filing claims has passed, that unit's claim is not automatically barred by 11 U.S.C. § 502(b)(9)."
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On appeal, the IRS contended that the Sixth Circuit lacked subject matter jurisdiction because the
district court's decision remanding to the bankruptcy court was not fmal because the district court
did not certify the decision pursuant to Fed. R. Civ. P. 54(b).
The Trustee argued that 158(d)'s reference to fmal decisions required the Court to look back
to the judgment of the bankruptcy court and, if that judgment was fmal, then the Court had subject
matter jurisdiction. The Court of Appeals disagreed, holding that the language of 158(d) provided
the Court with subject matter jurisdiction to review fmal decisions of district courts and bankruptcy
appellate panels. Therefore, the Court concluded that they were to inquire into the fmality of those
decisions, not the fmality of the bankruptcy court's decision. The Trustee also argued that a partial
judgment may be fmal if reversal would end the case and no further factual fmdings would be
required. The Court also rejected this argument. The Court ultimately concluded that a better
approach was to deem district court decisions remanding for further proceedings fmal only if they
were certified pursuant to Fed. R. Civ. P. 54(b). The Court dismissed the appeal for lack of subject
matter jurisdiction.

In re Beltz, 263 B.R. 525 (W.D. Ky. 2001)
Here, the bankruptcy court held that the Federal Child Tax Credit is not a public assistance
benefit which is exempt under Kentucky law.
Here, the Debtors' Chapter 13 plan required them to pay all federal and state tax refunds
received during the plan to the Trustee. Two years later, the Trustee fued a show-cause motion
because Debtors failed to provide copies of their 1999 federal and state tax returns and had failed
to tum over their tax refunds pursuant to a local bankruptcy rule (L.B.R. 13), which requires any
Debtor with a plan confrrmed at less than 100% to tum over all federal and state income tax refunds
to the Trustee during the plan. In response, the Debtors sought to keep their 1999 federal and state
tax refunds, which totaled $1,741. The Debtors argued that the Federal Child Tax Credit ("FCTC")
is an exempt public assistance benefit pursuant to KRS 205.220(3). The bankruptcy court frrst noted
that the Debtors' federal and state tax refunds received during the pendency of their Chapter 13 case
were property of the estate. The Court so held based on the case of Johnston v. Hazelett, 209 F.3d
611 (6th Cir. 1999), in which the Sixth Circuit held the Earned Income Tax Credit ("EITC") is
property of the estate in a Chapter 7 case, and on several recent unreported cases in the Bankruptcy
Court for the Western District of Kentucky, which held that the FCTC is property of the estate in a
Chapter 7 case. Given the much broader defmition of property in a Chapter 13 case, the Court
concluded that the FCTC is property of the bankruptcy estate.
The Court next addressed the effect of KRS 427.170, which exempts all public assistance
from levy or execution, by looking to the legislative history of the statute creating the FCTC to
determine the nature and extent of the program. The Court found the intent of the credit was to
provide relief to a broad spectrum of taxpayers with families, including low income families. Yet
the Court found no evidence that the primary purpose of the FCTC was to assist or provide relief to
low-income families. The bankruptcy court concluded that the FCTC is not exempt.

In re Weinstein, 272 F. 3d 39 (1 st Cir. 2001)
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The First Circuit Court of Appeals reversed the judgment of the bankruptcy court and the
Bankruptcy Appellate Panel with respect to the treatment of interest on post petition taxes owed by
the estate. The Debtor fued a bankruptcy petition under Chapter 7 of the Bankruptcy Code in 1992.
The Trustee sold assets from the estate, but did not fue the required yearly income tax return. He
later fued income tax returns for the years 1992 through 1995 and 1996. The IRS determined that
the estate owed a total of$9, 195 in penalties and $5,529 in interest in addition to the taxes. The IRS
subsequently decided to forego the penalties and reduce the estate's interest obligation and, on
November 6, 1997, fued the request for payment of the remaining interest, $4,593. The Trustee
offered to pay this amount as a frrst priority under 11 U.S.C. § 726(a)(I) (cost of administering the
estate, including taxes incurred by the estate, under § 507 and § 503(b». The Trustee eventually
resigned. The successor Trustee proposed paying the IRS at a ftfth priority under 11 U.S.C. §
726(a)(5)(postpetition interest), which would result in no payment in this case. The baillauptcy court
agreed and the BAP affrrmed based on the express language of § 726(a)(5).
The Court of Appeals reversed, noting that the Bankruptcy Code was ambiguous as to the
proper result and it must consider inferences to be drawn from the Code, its historical context, its
legislative history, and underlying policies. Of these sources, the Court of Appeals found most
useful the Code's historical context and underlying policies, both of which favored the Government's
position. The First Circuit further noted that the previous four Circuits to consider this issue agree.

In re Chao v. Hospital Staffing Services. Inc., 270 F.3d 374 (6th eire 2001)
In this bankruptcyjurisdiction case, the Sixth Circuit refused to enjoin a bankruptcy Trustee's
disposition of records that the Department of Labor deemed to be ''Hot Goods."
29 U.S.C. § 215(a) makes it unlawful for any person to transport, offer for transportation,
ship, deliver, or sell in commerce any goods in the production of which any employee was employed
in violation of § 206 or 207 of that title [i.e., without being paid]. Here, the bankrupt company had
not paid certain postpetition wages at the time it ceased operating. Notwithstanding the pending
bankruptcy, the Secretary fued suit to enjoin the Trustee from moving the company's records, since
the employees who had produced some of them had not been paid. The Trustee, working with,the
secured lender, needed the records to collect outstanding receivables. The district court enjoined
movement of the records and ordered the Trustee to deposit over $600,000 to purge the "taint" of
the records. The Sixth Circuit reversed.
The Court concluded that, while some "hot goods" cases might be excepted from bankruptcy
court jurisdiction as a police power, this action was more an effort to collect a debt. The Court held
that the significant public interest of the "hot goods" doctrine -- i.e., protecting other businesses from
unfair competition -- was not present due to the nature of the goods. In this case, the "goods" were
merely records relating to services already rendered by employees. The Court held that the records
had little intrinsic value, they would not be sold in interstate commerce and they could· only be used
by the Trustee to collect accounts receivable. Here, the goods at issue would not enter the
marketplace and compete with fairly produced goods, but rather, the Secretary's action was only for
the protection of the employees who were not paid properly.

G·30

In re TransponAssociates. Inc.,· 263 B.R. 531 (W.D. Ky. 2001)
In this case, the district court addressed the question of whether to enforce an arbitration
clause to resolve the Trustee's objection to a creditor's proof of claim.
Here, the Creditor, an insurer, fued a proof of claim based upon a written contract pursuant
to which the Debtor was to indemnify the Creditor. The indemnity agreement included a written
arbitration provision. The Trustee objected to the claim, based on issues regarding the consideration
to the Debtor. The Creditor fued a motion to refer the Trustee's objection to the proof of claim to
arbitration. The Trustee argued that in a bankruptcy case, where the Trustee has invoked the claims
process by objecting to a creditor's claim, the court should exercise its discretion and deny
arbitration. The Court, however, noted that arbitration is mandatory unless the party opposing
arbitration is able to demonstrate that Congress intended to preclude waiver ofjudicial remedies by
statute. In other words, the Court must carefully determine whether any underlying purpose of the
Code would be seriously and adversely affected by enforcing the arbitration clause. The bankruptcy
court noted the United States Supreme Court's holding in Shearson/American Express, Inc., v.
McMahon, 482 U.S. 220 (1987), that, in the absence of an inherent conflict with the purpose of
another federal statute, the Federal Arbitration Act mandates enforcement of contractual arbitration
provisions.
The bankruptcy court concluded that this was an issue on which the Sixth Circuit had not yet
ruled. The bankruptcy court adopted the Fifth Circuit's analysis. The bankruptcy court refused to
fmd an inherent conflict based solely on the jurisdictional nature of a bankruptcy proceeding.
Instead, the Court held that non-enforcement of an otherwise applicable arbitration provision turns
on the underlying nature of the proceeding, i.e., whether the proceeding derives exclusively from the
provisions of the Bankruptcy Code and, if so, whether arbitration of the proceeding would conflict
with the purposes of the Code. Here, the Trustee's objection to the Creditor's claim concerned
contract interpretation and accounting principles. Accordingly, because arbitration ofthe contractual
dispute did not directly conflict with the Bankruptcy Code, the Court concluded that the Trustee,
standing in the shoes of the Debtor, was a party to the mutually agreed-upon arbitration clause
contained in the contract between Creditor and Debtor, and must proceed to arbitrate the contractual
dispute with Creditor. However, the Court declined to refer.the Trustee's § 510 (c) equitable
subordination claim to arbitration, because this cause of action is unique to the bankruptcy process
and outside the scope of the arbitration clause.
Further, the Court rejected the Trustee's argument that, by filing a proof of claim, the
Creditor waived its right to enforce the arbitration clause. The Court also rejected the Trustee's
concern about the delay and expense to the bankruptcy estate in proceeding to arbitration, because
delay and expense associated with arbitration are insufficient reasons to deny arbitration.

Burden. et ale v. Check Into Cash of Kentucky. LLC. et. al., 267 F.3d 483 (6th eire 2001)
This case involves enforcement of arbitration provisions between lenders and borrowers.
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Plaintiff Beverly Burden, Chapter 13 Bankruptcy Trustee for multiple· estates, fued a
complaint in the U.S. District Court alleging violations of Federal and Kentucky law arising from
high-interest loan agreements betw~en plaintiffs and the defendant check-cashing company. Burden
alleged violations of the Truth In Lending Act, 15 U.S.C. §1601 et seq., the Racketeer Influenced
and Corrupt Organization Act, 18 U.S.C. §1961 et seq., and several consumer protection statues
under Kentucky law and moved to proceed as a class action. The defendants fued a motion under
the Federal Arbitration Act ("FAA") to compel arbitration of claims brought by the plaintiffs and
to stay the litigation pending arbitration. The district court denied the defendants' motion and the
defendants appealed to the Sixth Circuit. Under the FAA, a district court's consideration of a motion
to compel arbitration is limited to determining whether the parties entered into a valid agreement to
arbitrate, and does not reach the merits of the parties' claims. The district court found that because
plaintiffs had alleged the loan agreements were void ab initio, the plaintiffs allegations were to be
determined by the court, rather than an arbitrator.
The Sixth Circuit, however, pointed out that the district court's denial of the motion to
compel arbitration was based only on a preliminary determination that the plaintiffs had alleged a
void ab initio contract, but failed to actually resolve the question of whether the contract was void
ab initio or merely voidable. The void/voidable distinction is relevant because a void contract,
unlike a voidable contract, was never a contract at all and, thus, a valid arbitration agreement cannot
arise out of a broader contract if no broader contract ever existed. The Sixth Circuit notes that,
because the plaintiffs' claims attack enforceability of the arbitration clause separate from the
underlying loan agreements, those claims are determined by a court. Because the district court
merely identified, but did not decide, plaintiffs' allegations concerning the existence and
enforceability of the arbitration clauses themselves, the Sixth Circuit vacated the district court's
order and remanded the case for further consideration of the motion to compel arbitration in light
of the plaintiffs' allegations that the arbitration clauses themselves were unenforceable.

In re Trico Steel Company. LLC. 261 B.R. 915 (Bankr. N. D. Ohio 2001)
In this case, the bankruptcy court was asked to determine the appropriate venue for the
administration of this bankruptcy case pursuant to Federal Rule Bankruptcy Procedure 1014(b).
LTV-Trico, Inc., a filly percent equity interest owner in Trico Steel Company, LLC, fued its
Chapter 11 petition in the Northern District of Ohio on December 29, 2000. Trico Steel Company,
LLC, then fued its Chapter 11 petition in the District of Delaware on March 27,2001. It is a
Delaware corporation with its principal assets located in Alabama. The District of Delaware
requested that Trico Steel seek a determination from the bankruptcy court for the Northern District
of Ohio on the correct or appropriate venue for administration of Trico Steel's estate as between the
District of Delaware and the Northern District of Ohio. The Ohio bankruptcy court determined that
there were three permissible venues -- the District of Delaware, the Northern District of Ohio, and
the appropriate judicial district in Alabama. The Court did not consider any district in Alabama
because Trico chose to fue in Delaware and no party urged that the proceeding take place in
Alabama. The Court then noted that the only consideration pertinent in this case was the interest and
convenience of the parties, i.e., the Debtor, the Creditor and the witnesses. The Court determined
that there was no benefit to the parties to administering the estate of Trico Steel in the Northern
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District of Ohio, because LTV-Trico had only a passive role in Trico Steel, and Trico Steel
anticipated a liquidating Chapter 11 and there was no other compelling reason to force a change in
the originally selected venue.

In re Hall, 266 B.R. 659 (Bankr. W.D. Ky. 2001)
In this case, the bankruptcy court dismissed a proceeding for the Debtor's failure to appear
at the 11 U.S.C. § 341 meeting of creditors.
On August 15, 2001, this case came before the Court for confrrmation of the Debtor's plan,
and the Trustee advised the Court that the Debtor failed to attend the frrst meeting of creditors. The
Court held confrrmation in abeyance and ordered the Debtor, by counsel, to fue a motion and
affidavit to waive the appearance of the Debtor. The Debtor, by counsel, fued a motion to reschedule
the 341 meeting along with an affidavit stating that he missed the meeting because he needed to be
out of town for work and could not afford to miss several days of salary. The Court held that the
Debtor failed to demonstrate exceptional circumstances which would excuse his attendance from the
341 meeting. The Court noted that attendance at the meeting is a minimal requirement for which
debtors receive substantial relief, and that all debtors are required to be absent from work or other
obligations to appear for the 341 meeting. The Court then opined that debtors receive ample notice
of the date for the meeting, and it is the responsibility of debtor's counsel to ensure that the client
attends. Finally, the Court noted that rescheduling the 341 meeting inconveniences creditors and
creates administrative problems for the Court. The Court stated it is the debtor's physical appearance
and testimony at the meeting of creditors that leads the Trustee, in many cases, to discover assets for
the benefit of the estate. For those reasons, the motion was overruled and the case was dismissed.

In re First National Bank ofLewisville. Arkansas. 258 F.3d 727 (8 th eire 2001)
Here, the Eighth Circuit affrrmed a decision that Arkansas courts could not exercise personal
jurisdiction over a Kentucky bank whose only contact with Arkansas was to issue a cashier's check
payable to an Arkansas bank, and then allegedly wrongfully dishonor that check. This apparently
was a question of frrst impression.
Kentucky residents, Joseph and Amy Reddick, contracted with an Arkansas contractor to
construct an improvement on the Reddicks' property in Kentucky. The Reddicks' bank, First
National Bank of Clinton, Kentucky ("FNB Clinton"), dispersed $126,000 in construction loan
proceeds by issuing its cashier's check payable jointly to the contractor and its bank, First National
Bank ofLewisville, Arkansas (''FNB Lewisville"). FNB Clinton delivered the check to the Reddicks
in Kentucky, and they delivered it to the contractor as partial payment for work performed in
Kentucky. The contractor endorsed the check and delivered it to FNB Lewisville, which presented
the check for payment by placing it in the Federal Reserve System for collection. At the request of
the Reddicks, who alleged fraud by the contractor, FNB Clinton dishonored its cashier's check. FNB
Lewisville commenced this diversity action in the Western District of Arkansas, alleging wrongful
dishonor. The district court granted FNB Clinton's motion to dismiss for lack of personal
jurisdiction.
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The Court ofAppeals affrrmed. It noted that FNB Clinton maintained no office or other place
of business in Arkansas, was not registered to do business in Arkansas, did not solicit customers or
accounts from residents of Arkansas, and had neither bank accounts nor property in Arkansas. FNB
Clinton's only contacts with Arkansas relating to this action were· issuing the cashier's check jointly
payable to two Arkansas residents and telephone communications with FNB Lewisville regarding
proper endorsement of the check. The Court went on to state that FNB Clinton issued its cashier's
check in Kentucky and delivered the check to its Kentucky customers in Kentucky. The check was
payable at FNB Clinton's place of business in Kentucky, the check was presented for payment there
through the Federal Reserve System, and FNB Clinton dishonored the check in Kentucky. The Court
concluded that, under these circumstances, exercise of jurisdiction would be inconsistent with due
process.
The Court distinguished this situation from one in which a foreign bank both issues a
commercial letter of credit and contracts for and receives the services of a local confrrming bank to
be performed in the confnming bank's forum state.
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Agenda
~

What is CMlECF?
" Go "live" and "mandatory" dates
• Accessing CMlECF
~ Querying case information

~
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Keep checking the website for the US Bankruptcy Court
for the Eastern District of Kentucky in the future for
updated information!!

www. kyeb. uscou rts.gov
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Agenda Continued
Running reports
~ Receiving notices
.." Filing proofs of claim
• Summary
~ Where to go for more
information and training
~

~.
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Keep checking the website for the US Bankruptcy Court
for the Eastern District of Kentucky in the future for
updated information!!

www.kyeb.uscourts.gov
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Big Picture by End of Topics
~

Using tools for yourself 9r your client
~ Ease of querying
~ Voluminous info
available in reports
" Ease of filing claims
~ Cost savings
4/1/02
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Keep checking the website for the US Bankruptcy Court
for the Eastern District of Kentucky in the future for
updated information!!

www.kyeb. uscourts. gov
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What Is CMlECF?
.., CM is Case Management

4/1/02

~

ECF is Electronic Case Filing

~

New system being used in all
Federal Courts
US Bankruptcy Ct EDKY

-----------------------'

.,

-CM is an acronym for Case Management and ECF is an
acronym for Electronic Case Filing.
-This system will replace obsolete legacy systems now is
use by the Federal Courts.
-It is being released nationally to all levels of the Federal
Court System. Bankruptcy Court implementation began
last year; District Court implementation began in January
2002, and Appellate Court implementation will begin in
2003.
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Other Terms
Used in This Training
~

Internet browser

~PACER

" PDF files
~TXT files

US Bankruptcy Ct EDKY
4/1/02
---------------------.~:~-:

-Internet browsers such as Netscape and Internet Explorer are
programs used to view web pages on the Internet. CM/ECF is
currently certified to work correctly with Netscape Version 4.6 and
4.7 and with Internet Explorer Version 5.5.
-PACER is an acronym for Public Access to Court Electronic
Records.
-PDF is short for "portable document formatted". This format is
designed to work well when sending and viewing documents over
the Internet. It saves all the formatting and fonts so that no matter
what system is used to view a document, it will look the same as the
original document. Every document filed in CM/ECF must be in PDF
form except the creditor matrix.
-TXT is short for "text-only" format. This is the format required for
creditor matrices in order to allow the court to modify names and
addresses when appropriate. This format also allows the creditor
matrix to be used for mailing notices.
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Go "Live" Dates
.. August 1, 2002 for EDKY and WDKY
~

14 other bankrutcy courts in same
waveasEDKY

~

30 federal courts already live
-:: .
if",

4/1/02
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-Implementation throughout the entire Federal Court
system should be completed by 2005.

DON'T FORGET TO CHECK OUR WEBSITE FOR FUTURE
INFORMATION!

www. kyeb.uscourts.gov
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Mandatory Dates
.., Mandatory before end of 2002 in
EDKY
.. Mandatory in WDKY as well

4/1/02
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-The judges in the EDKY and WDKY are going to require
attorneys to file their pleadings electronically before the
end of this year.
-Creditors filing large numbers of Proofs of Claims will be
trained and strongly encouraged to file claims
electronically as well.
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Access to CMlECF
~

Access at court by public
~ Access over the internet
,. For queries and reports

..., Access by certified limited users
.. For filing claims

..,. Access by certified users
... For filing pleadings
4/1/02

US Bankruptcy Ct EDKY

-Using CM/ECF is easy, but there many different access levels and many reasons why a user may
want access to CM/ECF.
-Public/Non-Certified Users can access case information at no charge if they use the public
terminals located in the court's Intake area in Lexington. There will be a 10¢ charge per page for
any information printed while in Intake.
-Case information will also be available through the Court's Internet site by clicking on "Public
Case Query".
-Anyone accessing case information over the Internet must enter their PACER Login and PACER
Password. Obtaining a PACER Login will be covered shortly.
-Access to file a Proof of Claim will require the entry of an ECF Login and Password. Please note
that this is a DIFFERENT login and password from the PACER Login. As now, there is no fee
charged to file a Proof of Claim.
-It will be necessary to receive training by the Court in order to receive a "Limited-Use
Certification" before you will be given an ECF Login which can be used to file claims.
-One must have "Full-Use Certification" in order to be able to file pleadings as well as having all
the privileges previously mentioned.
-You will also be required to receive training by the Court before an ECF Login will be issued
which will give you "Fun-Use" access. Ag.ain, please note that this is a DIFFERENT login and
password from the PACER Login. There is no fee to file pleadings electronically.
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Registering for PACER
~

1-800-676-6856

"" http://p3cer.psc.uscourts.gov/

4/1/02
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-As you can see, unless you are planning on using the
public terminals in Intake in Lexington, you will need to
register with the PACER Service Center in San Antonio,
Texas, to receive a PACER Login and Password.
-You can register by telephone or over the Internet.
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Pacer Fees
~

7 ¢ per screen viewed/printed

" Billed only if annual usage
exceeds $9.99
-.#
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Billing can be tracked by client code

US Bankruptcy Ct EDKY

-When accessing case information and reports with your
PACER Login, you will be charged a 7¢ cent fee per
screen viewed/printed. A cost summary will be displayed
at the bottom of the query or report.
-The PACER Service Center bills users only when annual
usage exceeds $9.99. So, if on December 31, a participant
owes $9.56, no bill will be issued for that year and a new
billing cycle will begin January 1 of the next year.
-By entering a client code on the PACER login screen, it is
possible to track expenses by client.

H -II
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-Regardless of the level of access/certification/privileges
that you have, this same screen will be used to access the
system.
-If you are planning to view information and reports only,
you would enter your PACER Login and ·Password. If you
are planning to file a Proof of Claim or other pleading, you
would enter your ECF Login and Password.
-Note that this is where your client code would be entered
when using your PACER Login and Password.
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Main Menu Bar for Navigating

4/1/02
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-After entering your PACER Login and Password for viewing case
information and producing reports, or after entering your CM/ECF Login
and Password in order to file a pleading, this screen will be displayed.
-This is the CM/ECF entry screen. When we are live the screen would have
the word "Live" instead of "Train" on it.
-The blue menu bar at the top of the screen allows you to navigate to the
area of CM/ECF you wish to access. The words: Bankruptcy, Adversary,
Query, Reports, Utilities, and Logout are hypertext links to other CM/ECF
screens.
-If you entered the system using your ECF Login and Password, you will be
using the Bankruptcy, Adversary, and/or Utilities hyperlinks. If you entered
the system using your PACER Login and Password, you will be using the
Query and/or Reports hyperlinks.
-Yes, the system is smart enough to know if you try to access the wrong
area. You will be re-presented with the same Login Screen you just viewed
to enter the correct password for the area you are trying to access.
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Querying Case Information

w

Case Number

:J.::::::::::::::::::::::::::::::::::::::::::::;::::;::zoo::::::::;:,}]

(Example: 99 80013)

Last Name

1".;:;;.;;;;:.;;.::.;:.;;;.;.:;:.:.;.:;;;;.::.:.;:;;;.;.;.;;.;.;;:;;;;;:;.:;;;;:;:;::J!

(Examples: Desoto. Oes*t)

First Name

SSN

.,.:.:.:.:.•.•.:.,.:.,.;.:.,.,.....:.:.:.:.:.:.:.:.:.•.•.,.:.:.:.•.,.:.:.:.:.:.:.:.:.:.,.:.:.:.:.,.,.J:

:1'
~

".:

..:::::::::::::::::::::::::::::::::::::=l:

t

Middle Name

Tax 10

11
J.llf~1
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-This is the Query screen that will be displayed when you
click on the "Query" hyperlink.
-You can search by Case Number or by Debtor Name or
Social Security Number~ You can also search by name
and role type. As an example, you could use this to find
all the cases in which the attorney Tommy Joe Fridy was
involved.
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Querying Case Information
01-5001Z-Jms J~hn Dupree Kennedy and Jackie Xetmedy
Case type: bk Chapter: 13 Asset: Yes Vol: v ChiefJuqe: Joseph M ScottJr
Date filed: 0310712002 Date orlan fiIiDa: 0311912002

Query
Aliases
Associated Cases
Attorneys
Calendar· Monthly ...
Case Summary
Creditors...
DeadJinesIHearing$ ..
Docket Report ...

HistorylDocuments ".
~
M:o~..,ns Report ...
Notice ofBankl'uptcy Case Filing
Parties
Related Transactions ...
Status
Trustee

Faers ...

4/1/02
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-After you enter the search clues and run the query, this is
the screen that will display if only one case matches your
criteria.
-In addition to the brief summary of case information at
the top of the screen, there are 17 hyperlinks which will
take you to more specific information about the case.
-There will only be time to show you a few of these today.
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02-50012-jms 10hD Dupree Kennedy md Jackie Kennedy
Case type: bk Chapter: 13 Asset: Yes Vol: ., Chief Jude-: Joseph M Scott Jr
Date mett: 0310712002 Date oflastfiliq: 0311912002

Case Summary
Office:
County:
:ree:
ReopeD:
PreYiaus Term:
Disposition:
Joint:

Lexington
Fayette
Installmmt
0

Filed:
0310712002
Temdn8ted:
Disehvaed:
Reopened:
COllYerted:
DimUued:

y

P-dinc Status: Awaitma Con6rmaIion Hearing
Flaas: FeeDueINST
Trustee: Test Trustee City: Plume:
Party 1: Iohn Dupree Kennedy (403-66-1234) (db)

Party 2: Jackie Kennedy (db)
Atty: Charles Dupree Grundy Ir. Represents party 1: db Phone:(859) 555-1234
Fax: (859) 555-4321
Email: cg@popmail.com

~

..:

Atty: Charles Dupree Grundy Jr. Represents party 2: db Phone:(B59) 555-1234
Fax: (859) 555-4321
EmaD: cg@popmailcom
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-This is the screen to view for a lot of information quickly
about a case. As you can see, it includes just about all the
important information regarding a case.
-Information on this screen includes: case number,
debtor(s) name(s), chapter of bankruptcy filed, judge
assigned, trustee assigned, attorney representing the
debtor(s).
-It also includes most important case dates such as: filed
date, closed/terminated date, date of debtor(s) discharge.
If applicable, it also gives you the date of any conversion,
the date the case was dismissed, and if the case was
closed, the date it was reopened.
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Aliases Information
Bankruptcy

•

Adversary

•

Query

•

Reports

•

ut

, 02-50012-Jms John Dupree Kennedy and Jackie Kennedy
Case type: bk Chapter: 13 Asset: Yes Vol: v Chief Judae: JosephM ScottJr
Date rued: 03/07/2002 Date of last filing: 03/1912002

Parties with aliases
Jackie Kennedy

fka

Jackie Bouvier

1349 Copperfield Ct
Lexington, KY40514
(db)

4/1/02
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This is an example of how alias information would be
displayed.

DON'T FORGET TO CHECK OUR WEBSITE FOR FUTURE
INFORMATION!

www.kyeb.uscourts.gov
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Associated Case Information
Bankrupt(y

t

Adversary

•

Query

•

Reports

•

Utilities

Ol-OZOO4-wsh Ford Motor Credit v. Cain
Case type: ap Judge: W1Diam SHoward
Date filed: 0312212002 Date oflast fi1ing: 0312212002

Associated Cases

I

I

I

Case
Associated Case
Type
I02-20004-wsh Charles Cain and Lisa Cain I02-02004-wsh FordMotor Credit v. Cain ~dvers3!Y

4/1/02
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-If the case has any associated cases, this is an example
of how that information would be displayed.
-Besides adversary proceedings, this would display cases
that were being jointly administered, and cases that had
been consolidated with the case you are querying.
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Case Creditors Information
lJ,-u~l<rupt<: y

-

Adver."ary

•

l.)lJPry

•

Rpportc;"

•

Uti

02-50120-J..... .JacqueliDe Dupree Onassis
Case type: bk Chapter: 7 Asset: No Vol: v ChieCJudse: JosephM ScottJ'r
Da~e med: 0211712002 Date of la.~ rJlina: 03/0912002

Creditors

;

.

4/1/02

Coa:unUDity Trust Bank
PO Box 671
Ashland K Y 41105-9984

(cr)

CtDnberla:nd C..-dioloa;y PSC
POBox 2380
Ashland K Y 41 t 05-2380

(cr)

Banern KY Cardiothoracic Surcery
2301 Lexington Ave #125
AsblandKY 41101

(cr)

F'J.rS~ Card
POBox 94014
Palatine II.. 60094-4014

(cr)

US Bankruptcy Ct EDKY

This is the results of a query on "Creditors".

DON'T FORGET TO CHECK OUR WEBSITE FOR FUTURE
INFORMATIONI

www.kyeb. uscourts.gov
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Deadline and Hearing
Information

Bunkruptry

•

I\dver<;ary

•

Query

•

Rpports

•

Utilities

OZ-20004-wsh Charles Cain and Lisa Cain
Case type: bk Chapter: 11 Asset: Yes Vol: v Judae: WtDiam S Howard
Date fUed: 03/0812002 Date of last filina: 03/2212002

Deadlines/Hearings

4/1/02
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-This Deadline/Hearing screen is mostly self-explanatory.
-The parts that may be confusing are the satisfied and
terminated columns. Different events cause one column
or the other to have a date entered. For your purposes, it
is probably sufficient to know that if there is a date in
either the satisfied or the terminated column, that deadline
or hearing is no longer applicable.
-The document numbers are hyperlinks that will allow you
to view the pleading that created the deadline or about
which the hearing is being held.
-Clicking on the silver bullet, will allow you to view the
docket text summary regarding the pleading that is the
subject of the deadline or hearing.
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Running Reports

~ECF
Reports
Cases
Claims Remster
Docket Report
Calendar Events
Creditor Mailing Matrix
4/1/02
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-The reports available through PACER include:
-Cases Report
-Claims Register
-Docket Report
-Calendar Events
-Creditor Mailing Matrix
-Whenever you produce a report that contains document
number hyperlinks, and you want to view the pdf image of
a document, you will need to have Adobe Acrobat Reader
already downloaded and available on your computer to
open the pdf image.
-Clicking on the link will automatically start the Adobe
Acrobat Reader program and then will automatically open
the picture of the pleading.
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Docket Reports
Docket Sheet
Case nuznber I..,=,..: : ,.,~.,=,.,: : ,~.,~,: : ,.,~.,.,~.,~.,~.,~,.,.,.,.,.,.,.,.,.,.,.,.,.,.,.,.,.,.,.,.,.'.,.,.'.,.,.,.,.'.,.,.,.,.,.:.,.,.,.:.,
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Do CUJrI:I.ents 1.,.:.,.,.,.,.:.,.,.,.:.:.:.:.:.,.,.:.,.,.:.:.,.,.,.,.,.:.:.,.:.....,...,j:l!! C;o [1.:.. ,.,.,.,.,. .,.,.,. . .,.,.,.,.:.:.:.:.:.:. .:.,.:.,.,.,. .,.,. .,.,j.[~
1;?1 Public docket
~

Include 'ter1:n:i.na"ted parties

L1 Include lin.k.s 'to Notice ofElect:roruc Filing
Sort by

4/1/02
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-It is necessary to enter a case number to produce a
docket sheet. If this is the only inf~rmation entered, you
will be able to view the entire docket sheet.
-Using some of the other parameters will narrow down the
information gathered so you will not get an entire docket
sheet for the case.
-It is a good practice to narrow down your selection
because you will be charged 7¢ per screen viewed or
printed. Why pay to view the docket sheet containing all
1000 entries for a large Chapter 11 when you are only
interested in whether a particular motion got filed or ruled
on this week?
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FeeDuelNST
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13 P1a.Filed by Jackie K..-rdy. 1<>haDup.... K_dy (r.Isot.d doc_(.):!). (Dupr-.... <Jrac.)

0310912002)

AppIio:.rion to Pay Filina F •• ill Insh.a...em•• &led by deb'....(.).. (Anacbmeut.; " 1 Propos.d Order pay .. instaDmClab) (Dupe....
OrK.) ~ d : 0311912002)
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-Here is an example of how a CM/ECF docket report looks.
-The top of the screen contains party information. The
bottom of the screen gives you information on the date a
pleading was filed, the document number, and a summary
description.
-Clicking on the document number will allow you to view
the pdf image of the entire pleading that was filed.
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Calendar Events Reports
u.... St8Ie.~e..t
EutemDis1rkt orIC~

Eleetl'Oaic Cu. PiJiaI SysteJa
TEST
C~B~bS~F_3~7non

02:00PM
02-20004-wsb Charles CaiD and LEa Cain Chapter. t t
Yichae1 E. Plummer repres~ Ch.rJe. Cliin (Debtor)
)&hael E. Plummer repreRDtiua Lis. C. (Debtor)
Tracey N Wue repre.cmiDa .Americllll Eta (Debtor)
lu1im Mayfair crrustee)
~ Motion to AblRdoo My c:bickens Sed by Americllll Ea&. EreariQa scheduled for 312712002 at 02:00 PM at Coviagtoo CoUl1room.
o Motion to Compel He.....cheduled for 3/27/2002 at 02:00 PM at Co~ Courtroom.
03:00PM
~~~::~:'~9.Q1.:?!.~h.~~
.•~:~!P.~.~~.~~. Qapter: t t

Michael E. Plummer repre'em:ioa Charles Cain (Debtor)
Michael E Plummer repretentioa Lis. C. (Debtor)
Tracey N Wile represemina American Ea (Debtor)
lunn Nay6ir crrustee)

~

4/1/02

Motion for Adeqwlte Protection Fied by American EM. EreariDg scheduled for 3IZ712002 at 03:00 PM at Co'lillgton OfIice.
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-The "Calendar Events" report which is available under
Reports will allow you to view what is on the calendar for
a particular day or in a particular case using various
search parameters.
-You can also access a monthly calendar through Queries.
-Although you access calendars using your PACER Login,
you will not be charged for viewing or printing calendar
information. Calendar information is free.
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Monthly Calendar
02-20004-g 9-..ade. Cain acd!p, cm

March 2002
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-The calendar example on the screen now is the monthly
calendar available in Query.

HAVE WE MENTIONED OUR WEBSITE YET?

www .kyeb.uscourts.gov
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Claims Register Report
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These are the parameters which may be used to produce a
Claims Register.

DON'T FORGET TO CHECK OUR WEBSITE FOR FUTURE
INFORMATIONI

www.kyeb.uscourts.gov
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Clicking on the Claim number will allow you to view the
pdf image of the claim filed with the court.
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Receiving Notices
There are two methods for receiving
e-mail notification of activity in cases
... Notices of Electronic Filings
• Daily Summary E-mail

4/1/02
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Samples of both will be shown on the next couple of
slides.
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e fonowing 1ransaction was received from entered on 312412002 at 9:21 PM EST and 61ed on 312412002

Case Name:
John Dupree Kennedy and Jackie Kennedy
Case Number:
02-S0012-im!
Document Nmnber: i
oeket Text:
otion for Re1ieffrom Stay 61ed by GMAC. Last day to 61e objections: 41812002. (Dupree. Grace)
e fonowing document(s) are associated with this transaction:

oeument desaiption:Main Document

Ori&inal mename:A:JBankruptey CaseslKennedy. John/An Other Kennedy Documents.pdf
eetnnw: document Stamp:
[STAMP bkecfStamp_ID=9936673S1 [Date=312412002] [FileNumber=24S2-0] [8
8275051b29776d70bb53e4c53S7S918~3a8aldl16c69blf4697dab5982e68S8e

1881d75f28844198be49c6113063e45b5b49dc2415fI28d6f4033846d]]

-SOO12-jms Notice will be electronically mailed to:
SOOl1-jms Notice will not be electronically mailed to:
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-If you are a certified CM/ECF user, you will automatically
receive a "Notice of Electronic Filing" for each document
filed in a case in which you have filed a pleading. You will
also receive a "Notice of Electronic Claims Filing" for
every claim filed in the case as well.
-You will not receive these notices if you are simply one of
the creditors listed on the creditor matrix filed by the
debtor. You will be notified of the filing of the bankruptcy
in the same manner you have been in the past with a
notice from the federal courts' BNC processing center.
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Daily Summary E-mail

ActiYity has occmTed in the fonowina cases:
02-50012-jms John Dupree Kennedy and Jackie Kennedy Motion for Relief From Stay §.
02-20004-wsh Charles Cain and Lisa Cain Proof or Claim Filed

4/1/02
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-This is an e-mail containing summary notification. In our
example, the attorney receiving the e-mail uses Lotus
Notes as their e-mail product, but any e-mail product that
exists out on the Internet should work.
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Customizing Your Notices
~

Individual v. daily summary

.., Additional e-mail addresses
~

Notice in additional cases

..., Format of e-mail
4/1/02
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-If you prefer, arrangements can be made with the court,
to change your e-mail notification information so that you
receive only one e-mail that summarizes all the activity for
the day in all the cases in which you are a party.
-Notification to more than one e-mail address is possible.
This is helpful when someone on your staff like a
paralegal also needs to receive notice of activity in the
case. Perhaps you get to winter in Florida - you can
receive your notices at your Florida e-mail address also.
-Certified users can also request e-mail notification in
other cases even though they aren't a party yet. You
might want to do this in a large case in which you need to
monitor the activity because depending upon decisions
made, or orders entered, the clients you represent or the
financial institution that you work for may need to become
parties.
'-Various format choices are also available.

B-31

What to Do
With an E-mail Notice

.

4/1/02

~

One free peek

~

Save to file and/or print

US Bankruptcy Ct EDKY

-Whether you receive an e-mail for each case or a summary, it will contain a
document number/claim number hyperlink that you can click on to view the pdf
image of the document filed with the court.
-If you are the filer of the document, you will want to save the notice somewhere
on your own computer or network drive or print the "Notice of Electronic Filing"
because this is your proof that the document was filed with the court in a timely
manner.
-If you receive the notice because you are a party in the case, you will also
probably want to click on the document number to open the pdf image and save
and/or print the document filed. This should be done immediately. Then, you
can choose whether you need to save and/or print the notice itself.
-The reason it is recommended you open and save the document is because this
is the only time that you can get a "free peek". If you try to access the same
document later via the CM/ECF system, you will have to enter your PACER Login
and Password and you will be billed.
-The reason you need to do your opening and saving immediately is because
you get the free peek the first time you open the e-mail. If you try to go back to
your e-mail message later and access the document, the system knows and
presents you with the PACER Login screen.
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Filing Proofs Of Claim

_.
4/1/02
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·We don't have time today to provide complete training on
electronically filing Proofs of Claim, but this is the main
screen that you would use to enter claim information..
·You would also be filing a pdf image of the Proof of Glaim
and any supporting documentation as well as part of:the
process.
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Where to Get More
Information
~

www.kyeb.uscourts.gov

~

WWW.uscourts.gov

US Bankruptcy Ct EDKY

e"www.kyeb.uscourts.gov" is the website for
the Bankruptcy Court for the Eastern District of Kentucky.
e"WWW .uscourtS.gov" is the website of the U.S.
Courts.

H-34

Additional Training Locations
.. Court training rooms in Lexington and
Louisville
• Training being held in divisional offices

~

.

., Basic computer training available from
other sources
4/1/02
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-The training room in Lexington is set up to give 8 people
at a time hands-on training. Starting in May, we will hold
training classes on Monday afternoons and Wednesday
and Friday mornings in Lexington. These classes may
vary from 1 hour to 4 Y2 hours depending upon the needs
of the group being trained.
-The EDKY will be traveling to each division at least one
time to give training prior to August.
-Sources for basic computer training include: Lexington
Public Library, Fayette County Public Schools Community
Education Courses, Central Kentucky Computer Society,
Lexington Community College, and Sullivan College to
name a few.
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Scheduling Additional Training
~

,,'Qll

On-line sign-up in late-April

". Classes may be grouped several ways
+ Attorneys who

represe~t

debtors

+ Attorneys who represent creditors

... Limited-use training
......
~

°0

4/1/02
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, -In addition to the groups on the screen, we may also
break down the training for attorneys representing
debtors into "Novice" and "Computer Savvy" groups.
Novice training will probably take at least 4 V2 hours.
Computer 'Savvy groups will probably still need at least 3
V2 hours of training.
-Training for attorneys representing creditors should be
between
2 Y2 to 3 hours.
-Limited-Use training (for filing Proofs of Claim only) will
take around an hour.
-We can also arrange for attorneys and staff to train
together as a group.
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:i

Summary
~

CMlECF is here to stay

..) -Access to case information and
reports is easy

+ CMlECF can help you do your job

~~..

.) Y00 can save money
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-Today, I hope I provided some specific ways you can use CM/ECF for the
benefit of yourself or your client. Based upon the amount and kind of
information that is available, it is my belief that you will have already thought
of many specific uses that I did not mention.
-To summarize, CMlECF is here to stay and provides easy access to
information. It also provides the ability to easily file pleadings 24 hours a day
via the Internet.
-These features should provide you with many tools that will be of benefit to
yourself and to your clients.
-I covered the fees involved and ways to avoid or reduce some of the fees
charged, but we didn't have much time to go over how electronic filing will
save you money.
.·You will save money by having less need for runners, less dollars spent on
postage, less dollars spent to purchase paper for filing of pleadings and less
money spent copying the pleadings in order to serve them on all interested
parties.
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Application used almost universally to create and view "pdf"
documents. The Adobe company created the "pdf" document.
The legal mind set thinks of an attachment as any supporting
document(s) stapled or attached to the back of the main pleading. In
CrJl/ECF, an attachment is generally only used when the main
pleading, plus any supporting evidence is too large to fit in one pdf
document. CM/ECF doesn't do well with a pdf document larger than
50 pages.
A CM/ECF feature that permits any user to receive notification via email of the filing of a case or document. Users can choose to receive
separate notifications throughout the day or an end-of-day summary.
The process of navigating through directories to select a specific file.
A browser is a software program that provides a user-friendly
interface allowing a user to access information and services available
on the Internet. The browser programs interpret Hypertext Markup
Language (HTML) documents delivered from WEB servers. Netscape
Navigator and Internet Explorer are the two most popular WEB
browsers. Only Netscape Navigator is currently guaranteed to work
with CM/ECF.
In CM/ECF, a category is a classification of similar document types.
Category selections appear as hypertext links under the Bankruptcy
and Adversary menu selections.
A CBT (computer-based training) is an on-line tutorial accessed over
a local area network (LAN) or from a CD. When a CBT is accessed
over the Internet, it is referred to as web-based training or a WBT.
Both the AO and the FJC have created CBTs on CM/ECF topics.
A square box that a user can click to include choices from a list.
Check boxes are designed so that you can choose one or more items
from a list.
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Case ManagemenVElectronic Case Filing is the Administrative
Office's new application that will revolutionize the way we do business.
It will completely replace BANCAP and NIBS with new case
management capabilities. With CM/ECF attorneys can file cases and
documents electronically via the Internet.
A default is a common value displayed by CM/ECF on a screen.
Many fields in CM/ECF have common values suggested. If the
information is correct, you accept it; if incorrect, you insert the correct
information before accepting.
In CM/ECF, document type describes events with similar
characteristics, which behave uniquely from other document types.
Examples of document types are motions and orders.
A window that provides an alphabetical listing of choices. They are
used throughout CM/ECF for making selections. When you see the
item that you want to select, click on it to highlight it. To make multiple
selections, hold down your control key while clicking on the second,
third, etc. choice.
A hypertext link is a URL imbedded in a document. It is most often
underlined. It permits the user to move from one area to another, or
from one website to another.
A CM/ECF document that is generated at case opening with all the
substantive information of the case. When an attorney submits the
petition, both the date and the time of filing appear in the local court
seal. When the case manager opens the petition, only the date
appears. This official document can be used to enforce the automatic
stay against collection and foreclosure activities of creditors.
An electronic document produced by CM/ECF that certifies filing of all
documents and claims with the US Bankruptcy Court. All parties that
have filed pleadings in the case and all parties that requested
notification in the case will be sent this certification via e-mail.
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A "portable document formatted" document is a type of document
created by Adobe Acrobat Writer. All documents must be in .pdf
format to be filed in CM/ECF except the creditor list, which must be in
.txt format. PDF documents work well when being sent over the
Internet. All the formatting and fonts used in the original document are
saved so that no matter what system is being used to view the
document, it will look the same to the viewer as the document
originally looked when created.
A round selection button used to choose an item from a list. Radio
buttons are designed so that you can choose only one item.
URL is the abbreviation for Universal Resource Locator. URLs are
used to find web pages. A URL is similar to a street address. The
URL for the US Bankruptcy Court for the Eastern District of Kentucky
is www.kyeb.uscourts.gov .
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Creating PDF files is almost as simple as printing a document or
saving your word processing document. Installation of Adobe
Acrobat Writer adds a special printer device that is actually a PDF
creator. For some reason the default setup of Acrobat does not
install the "Adobe PDFWriter files" printer driver it only installs the
"Adobe Distiller files" printer driver. Testing has indicated that the
Adobe PDF writer creates smaller PDF files than the Distiller does.
Below are instructions for installing the PDFWriter driver. If you
already installed Acrobat a simple reinstallation can be done.

To install the PDFWriter driver, start the install as you would for
any other program and follow the prompts (accepting the default
settings is fine). Stop when you get to the screen shown below.
You must change the type of setup to Custom (circled in red).
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The next screen will show the items that will be installed. All items
but the Acrobat PDFWriter are pre-checked for you. Check the
Acrobat PDFWriter Files box. You may also want to uncheck the
Distiller to reduce confusion and accidental selection of the wrong
printer driver.

.ti. - 44

Once installation is complete with Acrobat PDFWriter Files
selecting print from any application should allow you to choose a
printer.
The following screen shot shows how the PDFWriter displays in
the printer dialog box.

• AutoCOP2_ls8 on othello
.FinePrint pdfFactory
• Intake_Is 1 on othello
.Systems_S3 on OTHELLO
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When you are finished with the document you are working with,
you can save it as a PDF document by selecting print. (You may
have to select print from the Menu so that you can select the
printer). You should get a printer dialog window similar to the one
pictured below.
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Select the Acrobat PDFWriter printer as shown below.
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After clicking OK, you should get a "Save PDF File" as dialog
box.
Enter a filename and choose the folder.

Make sure to note where you are saving the file so you can
find it laterl

You have just created a PDF file!
NOTE: Depending on the word processor and version, this may
not be an option for all users.
After installing Adobe Acrobat Writer, it may show up in your
word processor.

Acrobat showing in Word
2002.
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By using either the Acrobat Menu option or the Toolbar button
you will get the Save PDF File dialog shown below.

00-50034+0+0. pdf
. . 00-50034+1+ 1. pdf
00-50034+4+2. pdf
00-50034+7+3. pdf
00-50034+779+1. pdf
00-50034+8+4. pdf

Select a filename and location and click "Save".

Make sure to note where you are saving the file so you can
find it later!
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Start up Acrobat. From the File Menu select: 1) File, 2) Import,
and 3) Scan.

You may get some dialog boxes depending on your scanner.
After scanning is complete, save your file by selecting "File" and
then "Save" from the menu bar.
Select a filename and location and click "Save".

Make sure to note where you are saving the file so you can
find it later!
"Getting Your File to a Floppy" on our website,
www.kyeb.uscourts.gov for information on copying files between
your hard disk and floppy disk.
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For the most current answers, please view this document
on our court's website at www.kyeb.uscourts.qov
GENERAL QUESTIONS

1. What is CMlECF?
ANSWER: CM is an 'acronym for Case Management and ECF is an acronym for
Electronic Case Filing. It-is a system that will be used nationally by the
Federal Court system. CM/ECF will replace the case management
system{s) currently being used by the US Bankruptcy Court for the
Eastern District of Kentucky - AutoCOP and BANCAP. The new system
is based on current technology and new software. In addition to
providing the courts with updated tools for managing their cases, this
new system will enable the courts to maintain electronic case files and
offers both access to the files and electronic filing over the Internet.

2. What are the benefits of using CM/ECF to attorneys, the public, and the
court?
ANSWER:

Some of the benefits are as follows:
./

./
./

./
./

Full case information, including docket sheets and the full text of
the filed documents, are readily available to everyone
simultaneously without having to retrieve case records from the file
room. Attorneys, trustees, other government agencies, the public,
and the court staff can also access this information at any time from
any location with Internet access.
Registered attorneys, trustees, and the US Trustee can file and
retrieve court documents 24 hours per day, 7 days per week.
Attorneys, trustees, and the US Trustee can receive notices
electronically in ECF cases. This eliminates the costs to those
parties of handling and mailing paper notices. It also greatly speeds
delivery and allows easier tracking of case activity.
Maintaining files in electronic form reduces physical storage space
needs.
Since CM/ECF uses Internet standard software, the out of pocket
cost for participation is typically low; and, the amount of time
needed to learn how to access and use the system is reduced for
average computer users.

3. Is CMlECF currently available?
ANSWER: The US Bankruptcy Court for the Eastern District of Kentucky will begin
using the case management portion on June 3, 2002. Electronic case
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filing will begin on August 1, 2002. As of December 2001, 8 Federal
District Courts and 14 Federal Bankruptcy Courts were using the new
system. There are 6 Federal District Courts and 40 Federal Bankruptcy
Courts currently making the transition as of January 2002. There are 9
more Federal District Courts and 9 more Federal Bankruptcy Courts
scheduled to begin implementation within the next 6 months. The entire
Federal Court system, including Appellate Courts should be using the
new system by 2005.

4. Will CM/ECF be mandatory at some point in the future?
ANSWER: Yes, the US Bankruptcy Court for the Eastern District of Kentucky will
make the filing of documents electronically mandatory within a few
months after the August 1, 2002 start date.

5. Can the general public view ECF cases and the documents in those cases?
ANSWER: Yes, there will be a public terminal(s) in the intake area of the US
Bankruptcy Court of the Eastern District of Kentucky for viewing of
cases. Also, access to view cases and documents is available from any
location with Internet access to anyone with a PACER login and
password.

6. Are there still fees for PACER access?
ANSWER: Yes, the Judicial Conference of the United States has set a fee of 7
cents per page for obtaining electronic court data via the Internet, except
for calendar information, for which there is no charge. Parties entitled to
documents as a part of the legal process receive a free electronic copy
as part of the e-mail Notification of Filing. It is highly recommended that
you not only save the Notice itself, but open and view the document in
your e-mail and save a copy on your own office computer system or
print out a paper copy at that time. Opening the same e-mail a second
time and attempting to view the document will require that you enter
your PACER account information for billing purposes.

7. How many users can submit documents at once?
ANSWER: There is no fixed limit. It is expected that the system will maintain good
performance (with our current bandwidth) with 100+ users at one time.
Enhancements to communications speed and capacity are expected to
be an ongoing task to ensure that we meet the needs of users.

8. How many people at a time can view the same document image or the same
report, such as a docket sheet, in a case?
ANSWER: There are no limitations for either function.
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9. Will the creator of the docket entry be identified?
ANSWER: Yes, the name or initials of the person that logged in and submitted the
entry will identify all entries.

10. Some docket reports are very long, with hundreds of entries. Can a docket
report be run for only part of the docket?
ANSWER: Yes, like most other CM/ECF reports, docket reports have a wide variety
of criteria that can be entered, such as a date range, to narrow down the
data that is retrieved. Using these options also enables the report to be
run faster and reli~ves the user from receiving extraneous information.

11. Will someone submitting a long document monopolize the system to the
detriment of other users?
ANSWER:

No, a user submitting a large file to CM/ECF will not interfere with other
users' access. The system uses web-based technology, which is
designed to service large numbers of users simultaneously.

12. What are some of the privacy issues?
ANSWER:

Bankruptcy cases have always been public records viewable by anyone
requesting to see the case. However, there has not been the same
ease of universal access that there will now be by having access to the
entire case record via the Internet. There is concern over the availability
of personal information such as social security numbers and names of
minor children. Also, persons may be able to determine the debtor's
medical conditions based upon the doctors and medical companies who
are owed money. Addresses would become available to abusive expartners from whom the debtor has been successfUlly hiding. There is
also concern over the availability of financial information such as
account numbers of credit cards.

13. How are privacy issues being addressed?
ANSWER: A subcommittee of the Judicial Conference Committee was formed to
study the issues and to create a policy regarding privacy. Amendments
to various statutes, rules and forms will then be necessary to comply
with the policy. The Judicial Conference has created a public websitewww.privacy.uscourts.gov - where a copy of the proposed policy is
posted and where you can view the public comments that were made
about the proposed policy. Based upon the recommendations contained
in the policy, some changes will be made to the software, but the
primary responsibility will fall upon the attorney to protect the client.
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14. Will this policy be enforced retroactively?
ANSWER:

No, older cases that are moved to the system would contain all the
information that they currently contain.

15. What should I do when support staff leaves my firm?
ANSWER: Contact the appropriate person at the court immediately so a new login
and password can be assigned for you. If you fill the position with a new
employee, contact the Court training specialist in the district where you
plan to have the employee trained to arrange for a specific training date
and time.

16. How do I know who is the "appropriate person at the court"?
ANSWER: A contact list designating who should be contacted for a particular
problem will be maintained at www.kyeb.uscourts.gov .

17. Will the local court staff train the attorney and his/her support personnel?
ANSWER: Yes, once the training of court personnel is complete (by mid April
2002), training will be offered to attorneys and their staff at each
divisional court location on several occasions. Numerous training
sessions will also be scheduled in the court's training room in the
Lexington division. It is anticipated that 4 to 6 hours of training will be
provided. In the months right before and right after we go "live" on the
system, training sessions will probably be offered 2 to 3 days a week or
more and some Saturdays. The training room can accommodate 8
persons during one training session. If larger law firms have their own
larger training facilities with Internet access, special arrangements can
be made for the staff to do training at the firm. After all current filers and
their staff are trained, training will still be offered on a continual yearround basis in the court's training room to train new attorneys and new
staff and training can be scheduled in divisional locations as needed.

18. Will there be on-line manuals or on-line help files?
ANSWER: Yes, CM/ECF has on-line descriptions of almost every screen available
by clicking on the yellow (?) question mark. It is not necessary to try to
figure out how to search for the answer to your question because the
help box gives specific information about the screen you are currently
viewing. We also anticipate having an Attorney User Manual available
by August 1, 2002.
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FILING/PROCEDURAL QUESTIONS
19. Will federal or local rules establish procedures for electronic filing?
ANSWER: The Federal Rules of Bankruptcy Procedure currently authorize
individual courts to permit the electronic filing of documents by local rule.
See Fed. R. Bankr. P. 5005(a)(2), 7005, and 8008(a). The service of
documents electronically is also permitted with parties' consent. See
Fed. R. Bankr. P. 9006(f) and 9022. The US Bankruptcy Court for the
Eastern District of Kentucky is currently drafting new local rules
regarding' electronic filing, which will be in effect by August 1, 2002.
20. Will there be restrictions on who may file documents on CM/ECF?
ANSWER: Only those persons who have obtained a registered login and password
from the court will be able to file a document electronically. Registration
will be based primarily on a demonstrated ability to use the system
correctly. The same federal and state statutes are still applicable, so the
filing of any document that is currently considered the practice of law
would still have to be filed by an attorney.
21. How will the original signatures on documents be handled for documents
filed electronically?
ANSWER: The attorney's and trustee's registered login and password will be
treated the same as his/her original signature, with the same weight and
the same Fed. R. Bankr. P. 9011 consequences. The signatures of third
parties such as debtors or affiants should be maintained as directed by
the Local Rules of the US Bankruptcy Court for the Eastern District of
Kentucky.
22. How is the filer identity authenticated?
ANSWER: Authentication is completed at login. Each user is required to identify
him/herself by presenting a valid combination of user login and
password. Only a valid combination will allow access to the system.
23. How will the payment of filing fe,es be handled?
ANSWER: Our financial staff in conjunction with our Clerk of Court is currently in
the process of setting up the financial procedures necessary to
implement payment by credit card. CM/ECF is currently being revised
so that fees could actually be paid on-line by credit card in the same
manner that one currently purchases a product over the Internet. We
hope that this revision will be available prior our August 1, 2002 "live"
ECF date, but there are still details to be worked out between the
Administrative Office of the Courts and the US Treasury Department.
Please check www.kyeb.uscourts.gov in the future for further information
regarding the payment of fees for electronically filed documents.
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24. Is there a limit to the size of the document being filed?
ANSWER: Technically no, but there are practical limitations. The longer the
document, the larger the pdf file will be. If a file is large, it will take
longer to transmit it to the CM/ECF system and it will take a long time to
open when anyone tries to view it. This means that many user's
systems would ''time out" so that the attempt to file or view the document
would fail. Therefore, it will be necessary to refer to the court's most
current local rules and CM/ECF procedures for guidance on preparing
and submitting longer documents. These will be available at
www.kyeb.uscourts.gov prior to August 1, 2002.

25. What will happen to paper copies after they have been electronically filed
or scanned into ECF cases?
ANSWER: Our systems staff in conjunction with our judges are currently in the
process of creating local rules and procedures regarding the retention of
paper documents. Please check www.kyeb.uscourts.gov in the future
for local rules or procedural guidelines on this issue.

26. How is the list of creditors handled?
ANSWER: The list of creditors must be converted to a .txt file and uploaded using
the "Creditor Maintenance" feature of CM/ECF. Many petition
preparation software packages now automatically create the matrix in
the correct format or automatically convert the matrix to a .txt file.

27. When a user files a pleading with the court, does the system automatically
serve the other parties or does the user still have to serve copies on other
parties?
ANSWER: A Notice of Electronic Filing is automatically generated. This notice
includes information about what was filed, a hyperlink to the document,
a hyperlink to the docket sheet, the docket text describing the document
filed, the unique document stamp, and a list of the case participants who
received e-mail copies of the notice. It also contains a list of those
participants who did not receive e-mail copies. The filer will still have to
serve paper copies upon anyone to whom service is required if they did
not get an e-mail notice.

28. Do the other parties just get notification of a filing or do they get the actual
document?
ANSWER: The Notice of Electronic Filing sent to those listed as receiving e-mail
notification, contains a hyperlink to the document. By clicking on the
document number, the party can view the actual document that was filed
and may save a copy to a computer drive or diskette in their office if they
wish. They may also print out a paper copy of the document if they
prefer.
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29. To what extent will noticing be dependent upon a particular e-mail system?
ANSWER: The CM/ECF system is not dependent upon a particular e-mail system.
It uses the standard features of Internet e-mail so· that it can work with
the great variety of e-mail systems that attorneys may have.

30. Does the "three day rule" apply to electronic service?
ANSWER: Yes, Fed. R. Bankr. P. 9006(f) has been amended to provide that
service by electronic means will be treated the same way that service by
mail has been treated in the past. So, parties will have an additional
three days to respond.

31. Is there a limit to the number of aliases a party may have?
ANSWER:

No.

32. Can an attorney add new attorneys to the database?
ANSWER:

It is possible for an attorney to add a new attorney to the case and the
database during case opening. However, that attorney would not have
attorney level user privileges. It would be necessary for the new
attorney to obtain his/her own registered login and password in order to
.
file any documents in the case.

33. How will the US Trustee and panel trustees receive copies of the petition?
ANSWER: The US Trustee will be one of the parties that automatically receives email notification when the Voluntary Petition is filed. The panel trustee
will receive e-mail notification upon assignment. These parties will make
their own decisions about whether to view the petition on-line, save an
electronic copy on their own computer, or print a paper copy.

34. What should be done if the document you are filing is not listed in the
"picklist" of documents?
ANSWER:

During business hours, contact the appropriate person at the court, for
help in choosing the best coqe to use when filing your document. After
regular business hours, determine if a more generic code can be used.
For example, a "Motion for Extension of Time to Complete Discovery"
could be filed using the generic "Motion for Extension of Time" event. If
there is 'not an event that appears to be useable, use "zmotion" to file a
motion or "zdocument" to file other documents. Then, contact the
appropriate person at the court the next morning to inform them of your
solution. Court personnel can edit the docket text as needed and can
advise you if a different event should have been used. In certain
circumstances, court personnel may create a new event to enable the
filing of your document.
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35. How will proposed orders be submitted to the court?
ANSWER: Our systems staff in conjunction with our judges are currently in the
process of testing the possible methods. Please check
www.kyeb.uscourts.gov in the future for local rules and procedural
guidelines on submitting proposed orders.
36. What happens when an error is made (such as the wrong code used)
during the electronic filing of a document?
ANSWER: Case administrators in the court will still be reading each document filed
with the court and the docket entry will be reviewed as well during the
quality control process. The same basic process will then be followed
which is currently used when a mistake is found. This is sometimes a
telephone call or letter to educate the filer on how it should have been
filed or to clarify what the filer intended. At other times, a specific Order
to Amend is entered specifying what the filer needs to do to correct the
deficiency. Since parties are automatically noticed with the incorrect
information, most courts are choosing not to edit incorrect docket
entries. Instead a "corrective entry" event is docketed to the case. This
allows for the distribution of the correct information to the participants
who originally received the erroneous information.
37. Can a filer edit a docket entry?
ANSWER: Generally no. During the filing process, but before transmitting, some
events will allow the entry of "free text". This allows the filer to type in
extra details. Once the document has been sent to the court by clicking
the "Submit" button, only court personnel can revise the docket entry.
38. How will Proofs of Claim and their attachments be filed?
ANSWER: Our systems staff in conjunction with our Clerk of Court is currently in
the process of creating policies and procedures regarding the handling
of Proofs and Claim and their attachments. Please check
www.kyeb.uscourts.gov in the future for local rules or procedural
guidelines on this issue.
39. Is there a special process to handle filing the same document in multiple
cases (such as a trustee's Motion to O"ismiss)?
ANSWER: Yes, CM/ECF has a "batch filing" feature. After selecting the appropriate
event, the user will be able to enter or "paste in" multiple case numbers.
Then, the application will prompt the user for the appropriate pdf
document to be attached to the event in each case. CM/ECF also has a
special feature to allow batch docketing of asset and no-asset reports.
40. How will cases already in progress be handled?
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ANSWER:

The court is required to file older case records with the Federal Records
Center. The Federal Records Center currently requires that a case
record be stored in one format. So, cases currently open will be
continued as paper document cases until closing.

41. How will sealed records be handled?
ANSWER:

Sealed records filed in the US Bankruptcy Court for the Eastern District
of Kentucky will be handled almost identically to the present system.
The Motion to File a Sealed Document would be filed electronically, but
the actual document being sealed would be physically filed with the
court in the same manner that they are currently filed. Our court will
continue to store those documents in the same manner currently being
used.

42. What if I need a certified copy of a document or a certified copy of the
entire case record?
ANSWER:

Currently, the court will have to print the document(s) and certify them in
the same manner we do now. However, certification is intended to
authenticate that a document is the official document and not an altered
version. So, t~e long-term solution is to educate persons who presently
require certified documents (sheriffs, banks, other courts) to view the
documents directly by accessing the court's database. This will
eliminate the possibility of the presentation of fraudulent documents.

43. How does ECF affect Appeals?
ANSWER:

Until the US District Court for the Eastern District of Kentucky is "live" on
CM/ECF; appeals will continue to be processed almost the same way
they are currently handled. The Notice of Appeal and the previously
filed documents will be electronically filed, however, those documents
would have to be printed and provided to the court following current
procedures because a paper record will still be needed for transmission
to the District Court.

44. Will ECF allow filing and docketing to closed cases?
ANSWER:

Court staff will be able to file and docket in closed cases, but other users
will not be able to do so.
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INFORMATION TECHNOLOGY QUESTIONS

45. What technical expertise is required in order to use CM/ECF?
ANSWER: The basic skills needed are familiarity with using a windows-type
environment and familiarity with using a web browser. In order to file
documents electronically, additional expertise is necessary. To file
documents and automatically create docket entries, ability to convert
documents to .pdf and .txt files, and training by the court regarding the
use of cm/ecf categories and events will be necessary. Ability to scan
documents will also be needed for those documents that are only
available in paper format.

46. What hardware and software will users need to participate in ECF?
ANSWER:

In order to electronically file, view and retrieve documents, you will need
a computer equipped with:
v"
v"
v"

v"
v"
v"
v"

Netscape browser version 4.6 or 4.7 (128 bit encryption
recommended) (an Internet Explorer version is in development);
Windows 95 or higher, Macintosh, Linux or Solaris operating
system with a minimum of 8 Mg memory (32 MB recommended);
Adobe Acrobat 3.0 (full version, not just the Reader) or higher to
convert documents from a word processor format to portable
document format (PDF);
a PDF-compatible word processor like Macintosh or Windowsbased versions of WordPerfect and Word;
a modem supporting a transfer rate of 28.8 kbs or higher (56 kbs
recommended) ;
Internet access; and
a scanner, if paper documents need to be imaged and sent to the
court.

47. What is Adobe Acrobat?
ANSWER:

It is a commercial software package that enables you to save your
document in pdf format. Version 5.0 is available from retailers for
approximately $220 - $250 (as 6/2001). The discount that Adobe
previously offered to attorneys has been discontinued, but there may be
volume discounts available if you are ordering multiple copies for your
firm. Contact Adobe for more information.

48. Is ECF word processor specific?
ANSWER:

No, you may use any word processor that can convert documents to pdf.
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49. Is ECF browser specific?
ANSWER: Yes, Version 1 of CM/ECF is compatible with Netscape Version 4.6 or
Netscape Version 4.7. There are problems not yet resolved when using
Internet Explorer. In either case, your browser must be JavaScriptenabled.

50. How long will it take to transmit/receive lengthy documents?
ANSWER: The time it takes to transmit or receive a document depends primarily
upon the user's Internet Service Provider (ISP), the user's modem
speed, and the type of pdf file being transmitted or received. A text pdf
file can be transmitted or received 15 to 20 times faster than a pdf file
created by the scanning of a paper document. Occasionally an ECF
user may perceive the transmission time as slow. However, when
compared to the time required to create, copy and deliver paper
documents (via mail or hand delivery), plus the delay while court staff
reviews and dockets the pleading, CM/ECF significantly reduces the
time between pleading preparation and its inclusion in the case record.

51. How are electronic glitches such as the court's computer being down or
the filer's computer being down handled?
ANSWER: Our systems staff in conjunction with our judges are currently in the
process of creating policies to handle those situations. Please check
www.kyeb.uscourts.gov in the future for local rules and procedural
guidelines on this issue.

52. Does CM/ECF accept formats other than pdf, such as tiff?
ANSWER:

No. CM/ECF accepts only documents in pdf (Portable Document
Format). PDF was chosen because it is an open publishing standard,
which preserves the author's document content and format. It allows
documents filed and later retrieved, to display and print exactly as they
looked to the original author. PDF can also be used with a variety of
operating systems, which aren't normally compatible, such as Windows
and Macintosh. It can also be used with most common word processors
and spreadsheets. Both searchable text documents and imaged
documents can easily ~e converted into pdf format.

53. What if I have a document that cannot be converted into pdf format?
ANSWER: Any document that can be scanned can be stored in pdf format.
However, if the document has oversized pages that your office scanner
technology can't handle or if the original is of such poor quality that the
scanned image is unreadable, please contact the appropriate person at
the court to make special filing arrangements. Even if your office
scanner cannot scan the document, companies catering to e-business
such as Kinko's should be contacted first to determine if their scanner
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equipment could produce a readable pdf version of the document before
the court is contacted. A docket entry will be entered stating that the
document is not available electronically with instructions on where a
person will have to go to view the physical document.

54. May I scan my documents in color?
ANSWER:

No, electronically filed documents must be submitted only in black and
white in the US Bankruptcy Court for the Eastern District of Kentucky.

55. How can the document's creator ensure that the printed draft of the
document will match the pdf version that will be filed?
ANSWER:

There are 3 helpful tips: 1) set your printer driver to Adobe PDF Writer
before beginning work on the document that you expect to file
electronically; 2) if revisions are being made based upon a printed copy,
print the pdf version, not the word processor version; and 3) make sure
you are using the font(s) required by the US Bankruptcy Court for the
Eastern District of Kentucky. This will help ensure, for example, that if
you refer to a particular page of the document within the text of the
document, your reference will still be correct after the document has
been transmitted to the court. Additionally, it would be a good habit to
always scroll through the document after you have converted it to pdf
format, but before you actually transmit it to the court to check things
such as "Tables of Content" and pages breaks.

56. Can a full-text search be performed upon the pdf documents filed in a
case?
ANSWER:

No, reliable and accurate full-text search capability is not possible on
documents scanned (even those scanned using OCR technology), so
CM/ECF does not offer a full-text search feature. It is unlikely that the
courts will offer this service unless the results could be relied upon as
being 100% reliable.

57. Are there guidelines on the relationship between the number of pages and
the pdf file size?
ANSWER:

PDF text files average 2.5 Kb per page, with a range of 2 - 6 Kb. PDF
image files average 65 Kb per page, with a range of 30 - 150 Kb.
Appropriate calculations can be based on this per page average.

58. Are there guidelines on the relationship between the word processing file
size and the pdf file size?
ANSWER:

A pdf text file (using the font(s) required by our court) is approximately 5
to 10% smaller than the corresponding WordPerfect or Word file. Nonstandard fonts will significantly increase the size.
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59. Are there guidelines on the relationship between the pdf file size and the
amount of time it takes to transmit and docket the entry at various Internet
speeds?
ANSWER:

Based upon the only study done so far, the average document size
being filed in the courts currently "live" on CM/ECF is 12 - 12 Y2 pages.
Using this average, the transmission of a pdf text file takes less than 1 1 Y2 minutes.

60. Are there guidelines on the relationship between the time it takes to scan a
paper document, the dpi setting, and the file size?
ANSWER: A 100 page document that is scanned on a scanner rated at 30-45
pages per minute at a 600 dpi setting takes approximately 8 minutes
and 50 seconds to scan. The pdf file size will be approximately 13.94
MS.
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....._ Overview
~ Definition

~ Goal

of Forfeiture

~Hist9ry
~ Constitutional

Protections
~ Methods of Forfeiture
~ Seizure of Collateral

Seizure of Property
~

Forfeiture Statutes

~4th

Amd. Search Warrant

........._ Forfeiture Defined
~ Divestiture

without
compensation of property used
in a manner contrary to the laws
of the sovereign.

..-....-_ Goal of Forfeiture
~

Important law enforcement tool
used to combat crime
~
~
~

Prevents illegal use of property
Eliminates criminals ability to
continue illegal enterprise
Strong deterrent to future crime

.........._ History
~

Biblical times - Chapter 21 ,
Verse 28 of Exodus
~

~

~

Ox gored a person
Ox, not person, held responsible
and stoned.
First reported use of civil forfeiture
concept known as in rem

.......-_ History
~ Medieval
~

Property Forfeited to King
- Used in Violent Crime
- Property of Perpetrators

~ United
~

England

States

Act of July 31, 1789 _
- Goods unloaded at night or
without a permit subject to

........._ Constitutional Protections
~ 4th

Amendment - Seizures must
be reasonable + PIC

~ 5th

Amendment - Due Process
& Double Jeopardy

~ 8th

Amendment - Excessive
Penalties

.........._ Methods of Forfeiture
~ Two

types of Forfeiture Actions

• Civil - In Rem
(Against the thing)
• Criminal - In Personam
(Against the person)

...

.. Civil Forfeiture
~ Owner

of property does not
have to be charged

~ Does

not depend on conviction
of wrongdoer

~ Seizure

is necessary before
proceedings begin

......_ Civil Forfeiture
~

Defendant is object or property

~

In Rem Proceeding
• Legal fiction that the property itself
is guilty

______ CIVIL FORFEITURE
~ Summary

- Forfeiture without
notice or an order

• Limited to Controlled Substances
• Plants Necessary
• Certain Chemicals

....~ CIVIL FORFEITURE
~Administrative -

Agency
declares property forfeited

• Statute and U.S. Const. Require
Opportunity to Retrieve Seized
Goods
• Notice by Mail and Publication
• Initial Burden of Proof
- Probable Cause

....~. CIVIL FORFEITURE
~ Administrative

May Be Used If

~ Property Value $500k or less
~

~

Monetary Instrument
Conveyance used to import,
export, transport, or store

....~ CIVIL FORFEITURE
~ADMINISTRATIVE
~

Declaration of Forfeiture Unless:
- Claim filed within 35 days, if so
- Converts to Civil Judicial

;-...... CIVIL FORFEITURE
• JUDICIAL - Court enters order of
forfeiture
• Initial Burden of Proof - Probable
Cause that property subject to
forfeiture
• Claimant must then show by
preponderance of evidence that
property is not subject to forfeiture

;-...... CRIMINAL FORFEITURE
~ Property

named in criminal
indictment

~ Burden

of Proof - Beyond
Reasonable Doubt

~ Defendant

Convicted - Special

Verdict
• Property Subject to Forfeiture

;-...... CRIMINAL FORFEITURE
~ Preliminary
~ Ancillary

~ Final

Order of Forfeiture

Hearing

Order of Forfeiture

......._ Statutory Basis
~

Forfeiture statutes specify what
property can be forfeited

~ Must

be a statute authorizing
the forfeiture

~ Statutes

are specific

........_ Federal Forfeiture Violations
~ Civil

• Drug Related

.. Controlled Substances
.. Equipment - used to manufacture
.. Containers - used to store
.. Conveyances - used to transport
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........_ Federal Forfeiture Violations
~ Civil

- Drug Related

• Books & Records
• Assets • in exchange for CS,
traceable to the exchange, or
used to facilitate
• Real Property • used to commit

......._ Federal Forfeiture Violations
~ Civil

- Non-Drug

• Money Laundering - property
involved in or proceeds
• Motor Vehicle Theft - Altered or
obliterated identification of
- motor vehicle or part
• Illegal Gambling - property used in

;.-_+_-

Federal Forfeiture Violations
~ Civil

- Non-Drug

• Sexual Exploitation of Children
- Material/Equipment used to
produce or transport
- visual depiction transported
- property used to facilitate
-proceeds

_____- Federal Forfeiture Violations
~ Civil

- Non-Drug

• Illegal Wire Interception
- equipment used or sold
• Copyright Violations
- Phonorecords, plates, equipment
used to manufacture or
reproduce
.

.-

Federal Forfeiture Violations
~ Criminal

Forfeiture • Drug

• Proceeds
• Property used to facilitate

......_ Federal Forfeiture Violations
~ Criminal

- Non-Drug

• Money Laundering (See Civil)
• RICO
- certain property, property
interests obtained illegally in
violation

____- Federal Forfeiture Violations
• Criminal - Non-Drug
• Child pornography and obscenity
- property used or acquired in
violation
- property used to commit or
promote and proceeds of
violation

___..._ Seizure of Collateral
~Methods

• Search Warrant
- Probable Cause
-Fed. Crim. Proc. Rule 41 (e)
See Appendix 1

• Seizure Warrant
- Forfeiture Statutes
- Remission/Mitigation
See Appendix 2

......._ Seizure of Collateral
~Examples

____- Recent Legislation
• Uniting and Strengthening America by
Providing Appropriate Tools Required to
Intercept and Obstruct Terrorism Act of 2001
• (USA PATRIOT Act)

• Significant Changes Impacting Financial
Institutions

USA PATRIOT ACT
~ Illegal

Money Transferring Business

• Operating without state license
• Failure to comply 31· U.S.C. 5330
registration requirements
• Transmission of funds known to be
derived from aiminal offense
See 18 U.S.C. 1960
~ Civil

forfeiture of funds if business knew funds
were intended to promote unlawful activity

........... USA PATRIOT ACT
~ All
~
~

~

assets of terrorist forfeitable

Foreign or Domestic
Engaged in planning or
perpetrating
Includes assets affording source of
influence

USA PATRIOT ACT
~

Interbank Accounts
~
~

Seizure and forfeiture of funds in
foreign bank US Interbank account
Foreign bank may not assert
innocent owner defense

........... USA PATRIOT ACT
~ Civil

& Criminal Forfeiture of
property involved in currency
reporting violation

31 U.S.C. 5313, 5316, 5324

• Money Laundering - Foreign person/bank
subject to jurisdiction
• Portion of Offense in US
• Corresponding Bank in US
18 U.S.C. 1956, 1957

...-......_ Conclusion
~ Forfeiture

- significant law
enforcement benefit to society
~

deprive criminal of undeserved
economic power
~ dismantle criminal organizations
~ eliminate continued illegal use of
property

APPENDIX 1
FEDERAL RULE OF CRIMINAL PROCEDURE 41
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(a) Authority to Issue Warrant. Upon the request of a federal law enforcement officer or an attorney for the
government, a search warrant authorized by this rule may be issued (1) by a federal magistrate judge, or a
state court of record within the federal district, for a search of property or for a person within the district
and (2) by a federal magistrate judge for a search of property or for a person either within or outside the
district if the property or person is within the district when the warrant is sought but might move outside
the district before the warrant is executed and (3) in an investigation of domestic terrorism or international
terrorism (as defined in section_2331 oftilleJ8, United States_C_Qcle), by a Federal magistrate judge in any
district in which activities related to the terrorism may have occurred, for a search of property or for a
person within or outside the district.
(b) Property or Persons Which May Be Seized With a Warrant. A warrant may be issued under this rule to
search for and seize any (1) property that constitutes evidence of the commission ofa criminal offense; or
(2) contraband, the fruits of crime, or things otherwise criminally possessed; or (3) property designed or
intended for use or which is or has been used as the means of committing a criminal offense; or (4) person
for whose arrest there is probable cause, or who is unlawfully restrained.
(c) Issuance and Contents.
(1) Warrant Upon Affidavit. A warrant other than a warrant upon oral testimony under paragraph (2) of
this subdivision shall issue only on an affidavit or affidavits sworn to before the federal magistrate judge or
state judge and establishing the grounds for issuing the warrant. If the federal magistrate judge or state
judge is satisfied that grounds for the application exist or that there is probable cause to believe that they
exist, that magistrate judge or state judge shall issue a warrant identifying the property or person to be
seized and naming or describing the person or place to be searched. The finding of probable cause may be
based upon hearsay evidence in whole or in part. Before ruling on a request for a warrant the federal
magistrate judge or state judge may require the affiant to appear personally and may examine under oath
the affiant and any witnesses the affiant may produce, provided that such proceeding shall be taken down
by a court reporter or recording equipment and made part of the affidavit. The warrant shall be directed to a
civil officer of the United States authorized to enforce or assist in enforcing any law thereof or to a person
so authorized by the President of the United States. It shall command the officer to search, within a
specified period of time not to exceed 10 days, the person or place named for the property or person
specified. The warrant shall be served in the daytime, unless the issuing authority, by appropriate provision
in the warrant, and for reasonable cause shown, authorizes its execution at times other than daytime. It
shall designate a federal magistrate judge to whom it shall be returned.
(2) Warrant Upon Oral Testimony.
(A) General Rule. If the circumstances make it reasonable to dispense, in whole or in part, with a written
affidavit, a Federal magistrate judge may issue a warrant based upon sworn testimony communicated by
telephone or other appropriate means, including facsimile transmission.
(B) Application. The person who is requesting the warrant shall prepare a document to be known as a
duplicate original warrant and shall read such duplicate original warrant, verbatim, to the Federal
magistrate judge. The Federal magistrate judge shall enter, verbatim, what is so read to such magistrate
judge on a document to be known as the original warrant. The Federal magistrate judge may direct that the
warrant be modified.
(C) Issuance. If the Federal magistrate judge is satisfied that the circumstances are such as to make it
reasonable to dispense with a written affidavit and that grounds for the application exist or that there is
probable cause to believe that they exist, the Federal magistrate judge shall order the issuance of a warrant
by directing the person requesting the warrant to sign the Federal magistrate judge's name on the duplicate
original warrant. The Federal magistrate judge shall immediately sign the original warrant and enter on the
face of the original warrant the exact time when the warrant was ordered to be issued. The finding of
probable cause for a warrant upon oral testimony may be based on the same kind of evidence as is
sufficient for a warrant upon affidavit.
(D) Recording and Certification of Testimony. When a caller informs the Federal magistrate judge that the
purpose of the call is to request a warrant, the Federal magistrate judge shall immediately place under oath
each person whose testimony forms a basis of the application and each person applying for that warrant. If
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a voice recording device is available, the Federal magistrate judge shall record by means of such device all
of the call after the caller informs the Federal magistrate judge that the purpose of the call is to request a
warrant. Otherwise a stenographic or longhand verbatim record shall be made. If a voice recording device
is used or a stenographic record made, the Federal magistrate judge shall have the record transcribed, shall
certify the accuracy of the transcription, and shall file a copy of the original record and the transcription
with the court. If a longhand verbatim record.is made, the Federal magistrate judge shall file a signed copy
with the court.
(E) Contents. The contents of a warrant upon oral testimony shall be the same as the contents of a warrant
upon affidavit.
(F) Additional Rule for Execution. The person who executes the warrant shall enter the exact time of
execution on the face of the duplicate original warrant.
(G) Motion to Suppress Precluded. Absent a finding of bad faith, evidence obtained pursuant to a warrant
issued under this paragraph is not subject to a motion to suppress on the ground that the circumstances
were not such as to make it reasonable to dispense with a written affidavit.
(d) Execution and Return·with-Inventory. The officer taking property under the warrant shall give to the
person from whom or from whose premises the property was taken a copy of the warrant and a receipt for
the property taken or shall leave the copy and receipt at the place from which the property was taken. The
return shall be made promptly and shall be accompanied by a written inventory of any property taken. The
inventory shall be made in the presence of the applicant for the warrant and the person from whose
possession or premises the property was taken, if they are present, or in the presence of at least one
credible person other than the applicant for the warrant or the person from whose possession or premises
the property was taken, and shall be verified by the officer. The federal magistrate judge shall upon request
deliver a copy of the inventory to the person from whom or from whose premises the property was taken
and to the applicant for the warrant.
(e) Motion for Return of Property. A person aggrieved by an unlawful search and seizure or by the
deprivation of property may move the district court for the district in which the property was seized for the
return of the property on the ground that such person is entitled to lawful possession of the property. The
court shall receive evidence on any issue of fact necessary to the decision of the motion. If the motion is
granted, the property shall be returned to the movant, although reasonable conditions may be imposed to
protect access and use of the property in subsequent proceedings. If a motion for return of property is made
or comes on for hearing in the district of trial after an indictment or information is filed, it shall be treated
also as a motion to suppress under Rule 12.
(f) Motion to Suppress. A motion to suppress evidence may be made in the court of the district of trial as
provided in Rule 12.
(g) Return of Papers to Clerk. The federal magistrate judge before whom the warrant is returned shall
attach to the warrant a copy of the return, inventory and all other papers in connection therewith and shall
file them with the clerk of the district court for the district in which the property was seized.
(h) Scope and Definition. This rule does not modify any act, inconsistent with it, regulating search, seizure
and the issuance and execution of search warrants in circumstances for which special provision is made.
The term "property" is used in this rule to include documents, books, papers and any other tangible objects.
The term "daytime" is used in this rule to mean the hours from 6:00 a.m. to 10:00 p.m. according to local
time. The phrase "federal law enforcement officer" is used in this rule to mean any government agent, other
than an attorney for the government as defined in Rule 54(c), who is engaged in the enforcement of the
criminal laws and is within any category of officers authorized by the Attorney General to request the
issuance of a search warrant.
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This is a notice letter sent to a bank when the bank account was
seized from the bank.
The bank simply does nothing if it does
not wish to contest the forfeiture.
The bank is not noticed when property is seized from safety
deposit boxes.

APPENDIX2A
SAMPLE CORRESPONDENCE NOTICING SEIZURE OF BANK ACCOUNT
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SeizUre N~ber: , _
Asset ID Number:

Article Number:

February 1. ~002

Certified, Return Receipt

ATTN: "

Dear Ms.
Factual and Legal BasIs Cor Seizure

On October 3, 2001, propenywas ·seized by the Federal Bureau of inveStigation (FBI) at
Kentucky for forfeiture for violation of THE CONTROLLED SUBSTANCES Acr. The propcny was appraised
at $7.734.26 and is described as follows:
S
Account Number:
Account Name:
Asset Id Number:
Seizure Number:
This forfeiture is being conducted pursuant to Title 21. United Sta:tes Code (U.S.C.), Section 881 and the following
additional federal laws: 19 U.S.C. Sections 1602-1619 and 18 U.S.C. Section 983.

You may contest the seizure and forfeiture of this property and/or petition to the FBI and request a pardon of the
forfeited property.
To Contest the Forfeiture

If you. want to contest the seizure or forfeiture of the property in court, you mus~ file a' claim of ownership with
the FBI by March 8. 2002. The claim is filed when it is received by the FBI Forfeiture PaiaIegal Specialist of the '
FBI Field Divi~ion mentioned below except in cases of pro se incarcerated individuals as otherwise provid~ by law.
The claim need not be made in any particular fonn. The claim shall identify the spCc~fic property being claimed
and state the claimant's interest in such property. PQcumentary evidence supporting claimant's Interest in the
property may help substantiate "me claim. but IS Dot ~. The claim must be made under oadi, subject to
penalty of perjury. A frivolo~ dalm may subJ~ ~~~~'ant to a dvll fbie ~ to ~_(10).~tof the
value of the forfeited property bUt In no event shall:~e fine be less than' ~ or greater~:-$S~C)OO.
To Request Release- of th~ Property
.Upon the filing of a claim a claimant, pursuant to 18 U~S.C. 983 (f), may request release of the seized property
during pepdencY of forfeiture 'proceedings due to hardship•. ProPei-fy Dot subject-to release under this provision
In~Udes: ·contraband, currency, or other monetary"lDstrument~"or ~edrODic funds UDlea Slich curraicy or
other moadary Instrument or, electronic (ODds CoDStl~"the asSets of a legitimate b~essj ~perty, to be
used ·as mdence of a violation of law; property by ~n o~deSlgn or otli~· charaCte:dsue" ~.:.:pUtI~y
.suited for use In illegal adivltlesj or property likely to be used to commit additional ~ adS"·1f returned
to the claimant.
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To Request a

~rdoD

of the Pro.

In addition to or in lieu of filing a claim, if you want ~o request a pardon ~f the forfeited propeny t submIt a petition

for rerilission or mitigation of the forfeiture to the FBI Field Division .identified below. The petition must include
proof of your ownership interest. in the property or proof that you were a victim of the offense underlying ~e
pending forfeiture, or a related offense, and the facts and. circumstances which you believe justify a return of the
. prO~ity. a return of your interest in the property. ora return of part of the property. For the regulations pertaiDing
.tQ~~ion or mitigation of the forfeiture see 28 C.F.R. Sections 9.1-9.9. The criteria for requeSting remission
Qt'th~'forfeiture are found at 28 C.F.R. Section 9.5(a). The criteria for requesting mitigation of the forfeiture are
.·fo~d at 2'8 C.F.R. Section 9.S(b). You sh~Uld file the petitiop within thirty (30) days following the receipt of this·
rD8ited "notice of seizure.
... ' . '.- ..

Where to Submit Correspondence

The Seizure Number .
.' ! has been assigned to this forfeiture action. Use this number to identify the
property when submitting a claim, petition or other correspondence to the FBI.
Submit all documents to this FBI Field Division:
SPECIAL AGENT IN CHARGE
rEDERAL BUREAU OF INVESTIGATION
600 MARTIN LUTHER KING JR. PLACE
ROOM 500
LOUISVILLE, KY 40202
.
ATIENTION: FORFEITURE PARALEGAL SPECIALIST

Sincerely Yours,

UNIT CHIEF
Forfeiture and Seized Property Unit
Finance Division

"NOTE: All telephone inquiries should be directed to the aforementioned FBI Field Division to· the att~nti0l!.o~.~e
Forfeiture Paralegal Speciilist. Please do not send any written correspondence to. .
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This is a notice letter sent to a bank or financial institution
when there is a valid lien recorded.

APPENDIX2B
SAMPLE CORRESPONDENCE NOTICING SEIZURE OF VEHICLE
ACKNOWLEDGMENT OF PETITION
SAMPLE PETITION
EQUITY WORKSHEET
LETTER GRANTING PETITION
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August 17, 2000
CERTIFIED RETURN RECEIPT

Re: :
Dear

~

Factual and Legal Basis for Seizure
On July 13, 2000, property was seized by the Federal
Bureau of Investigation (FBI) at
for
forfeiture for violation of Title 21, United States Code, Section
881 because the property was
used or intended to be used to transport a controlled
substance in violation of 21 U.S.C., Section 881{a) (4)j
used to facilitate the transportation, sale, receipt,
possession, or concealment of a controlled substance
in violation of 21 U.S.C., Section 881(a) (4) j The property was
appraised at $20,200 and is described as follows:
1999
VIN NUMBER:
This forfeiture is being conducted pursuant to
THE CONTROLLED SUBSTANCES ACTj Title 21, U.S.C., Section 881 and
the following additional federal laws and regulations: Title 19,
U.S.C., Sections 1602-1619, and Title 21, Code of Federal
Regulations (CFR) , Sections 1316.71 - 1316.81.
You may contest the seizure and forfeiture of this
property and/or petition to the FBI and request a pardon of the
forfeited property.
To'Contest the Forfeiture
If you want to contest the seizure or forfeiture of the
property in court, you must file a claim of ownership and a bond
in the amount of $2,020 with the FBI by October 2, 2000. The
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bond may be in cash or a cashier's check.payable to the u.s.
Department 'of Justice or provide a surety. The bond must equal
$5,000 or 10 percent of the value of the claimed property,
whichever is lower, but not less than $250. However, where there
have been multiple seizures from the same person with the same
statutory and legal justification, the aggregate bond is not to
exceed a maximum of $5,000 for all properties specified in those
notifications.
If you are indigent (needy and poor), you may not have
to post the bond. To request a waiver of the bond, you must
fully disclose your finances in a signed statement called
"Declaration in Support of Request to Proceed in Forma Pauperis."
You can obtain this form from the FBI Field Office li~ted below.
File the signed declaration and a claim of ownership of the
property with the FBI by October 2, 2000.
To Request a Pardon of the Property
If you want to request a pardon of the forfeited
property, submit a petition for remission or mitigation of the
forfeiture to the FBI Field Office identified below. The
petition must include proof of your ownership interest in the
property or proof that you were a victim of the offense
underlying the pending forfeiture, or a related offense, and the
facts and circumstances which you believe justify a return of the
property, a return of your interest in the property, or a return
of part of the property. For the regulations pertaining to
remission or mitigation of the forfeiture see 28 C.F.R., Sections
9.1-9.9, dated January 3, 1997, effective February 3, 1997. The
criteria for requesting remission of the forfeiture are found at
~8 C.F.R., Sections 9.5(a).
The criteria for requesting
mitigation of the forfeiture are found at 9.5(b). You should
file the petition within thirty (30) days following the receipt
of this mailed notice of seizure.
Expedited Review and Return of Seized Property
If the seizure of the above referenced property
resulted from illicit involvement with personal use quantities of
a controlled substance you may file a Petition for an Expedited
Review and Release of seized property. This petition must be
filed within 20 days of the first date of publication of this
notice.
If the above referenced property is a conveyance and
the seizure resulted from the conveyances il·licit involvement
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with a drug-related offense, and you have chosen to contest the
seizure or forfeiture of the conveyance in court by filing a
claim and bond as described above, you may file a Petition for an
Expedited Review and Release of Seized Property. This petition
must be filed within 20 days from the date of first publication
of the notice and arrest of the property, or within 30 days
after filing the claim,
whichever occurs later.
For further
detail see respectively, Sections 6079 and 6080 of the Anti-Drug
Abuse Act of 1988
(Pub. L. 100-690) and implementing regulations
at Title 21,
CFR,
1316.91-99.
NOTE:
More detailed notice of these procedures was
provided to the person in possession of the seized property at
the time of seizure.
Where to Submit Correspondence
The seizure number _
. has been assigned
to this forfeiture action. Use this number to identify the
property when submitting the claim, petition or other
correspondence to the FBI.
Submit all documents to this FBI Field Division:

LOUISVILLE DIVISION
ROOM 500
600 MARTIN LUTHER KING JR PLACE
LOUISVILLE, KY 40202
ATTENTION:
FORFEITURE PARALEGAL SPECIALIST

Sincerely Yours,

Unit Chief
Forfeiture and Seized Property Unit
Finance Division

NOTE:
All telephone inquiries should be directed to the
aforementioned FBI field division to the attention of the
Forfeiture Paralegal Specialist.
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This is a letter sent to the bank or financial institution when
they have filed a petition acknowledging receipt of same by
the FBI.
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u.s.

Department of Justice

Federal Bureau of Investigation

600 Dr. Martin Luther King Jr. Place, Room 500
Louisville, Kentucky 40202

In Reply, Please Refer to
Flle No.

September 6, 2000

Customer Relations Supervisor
General Motors Acceptance Corporation

Re: Petition for Remission
of Forfeiture of
One 1999
VIN
FBI Seizure No.
Your Case No. l
Dear
The Federal Bureau of Investigation (FBI) is in receipt
of the petition for remission or mitigation of forfeiture filed
by you on behalf of General Motors Acceptance Corporation, which
was received by this office on August 28, 2000.
Consideration of a petition for remission or mitigation
is an administrative function governed by the provisions set
forth in Title 28, Code of Federal Regulations, Part 9, and is
separate from the decision to forfeit the property.
A ruling on the petition will be made by the Office of
the General Counsel, Federal Bureau of Investigation, Washington,
D.C.
You will be advised in writing of the ruling on the
petition.

Any questions regarding this matter should be directed
to Paralegal Specialist
of this office,

telephone number .

Sincerely,
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This is a copy of GMAC's petition.
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GENERAL MOTORS ACCEPTANCE CORPORATION
P.O. Box 29035 Phoenix AZ 85038
1-800-577-4024
BIlANCKES THIlOUOHOUT
THEWOIU.D

EXECUTIVE OFFICES
DETkOrr

August 25, 2000

Louisville Division
Room 500
600 Martin Luther King Jr. Place
Louisville, KY 40202
Attn: Forfeiture Paralegal Specialist

CaseIA

1999'
Dear Sir:
General Motors Acceptance Corporation (GMAC) is a lessor on the above described motor vehicle. I, the
undersigned, am legally authorized to represent GMAC in this matter. I am personally knowledgeable of
the facts represented in this petition, and the attached documents are true copies of original documents
maintained in GMAC's files.
The extension of credit on the property described was made in good faith, with no knowledge on the part of
GMAC, or its officers or employees, that the property was to be used in violation of the law until
notification from you.
Enclosed are notarized copies of the lease agreement evidencing the indebtedness to GMAC and granting
GMAC ownership of the vehicle, together with a copy of the title showing GMAC's interest in the above
captioned vehicle.
GMAC respectfully requests that you allow GMAC, as legal owner, to obtain possession of the vehicle so
that we may dispose of it and recover the amount owing on the attached retail contract. If you have
additional questions, or require additional information, please call me at 602-995-7954.

Very truly yours,

GustQmer Relations Supervisor
alg
Enclosure
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PETITION FOR REMISSION OR MITIGATION
OF FORFEITURE
CASE NO:.'
Petitioner, GMAC, hereby requests that the forfeiture pursuant to THE CONTROLLED
SUBSTANCES ACT; Title 21, U>S>C>< Section 881 and other federal laws and regulations of its
interest in the property be remitted or mitigated.

1. Petitioner's name is General Motors Acceptance Corporation, a Delaware Corporation, commonly
known
asGMAC.
2. The address at which GMAC wiJl accept future mailing from the Court or Attorney of the State is

3. Petitioner's phone number is
4. The precise relief sought by Petitioner is:
_~ _ _a. Remission of Forfeiture

_D__ b.

Mitigation of forfeiture in the followingamount or manner.

5. The nature and extent of Petitioner's interest in the property is a perfected purchase money security
having a balance of SI2,032.59.
6. Petitioner acquired its interest in the Property on 12/21/98.
7. The Transferor of Petitioner's interest in the property to Petitioner was·
8. The circumstances of Petitioner's acquisition of the property are as follows from
retail instalment contract in the ordinary course of
business without knowledge of any violation of law by debtor.
9. The facts that the Petitioner asserts support their petition and which indicate a substantial hardship
resulting from the forfeiture of the property, if any, are our retail installment contract and ARS 13-4304.

State of Arizona
County of Maricopa
I,

~,

Credit Administrator, being frrst duly sworn upon her oath, deposes and says:

That she has read the foregoing Petition for Remission or Mitigation of Forfeiture and the contents and
allegations thereof are true and correct.
.,'~ ' ( C.
Signed by
SUBSCRIBED AND SWORN before me this 25 day of August, 2000.

.£

R'7'Z

..-"'"'

Notary Public

NOTARYPUBUC·ARIZONA
MARiCOPA COUNTY

My C01m. ~ 04113104
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Financial Statement
Case No.

Date ofSecurity Agreement 12/21/98

Purchase Price
(Attach supporting Sales· Agreement)
Tax, transferfees, etc.

$2~40~00

$1,063.00
Total Selling Price $30,403.00

Less trade-in
Less dow" payment
Total deductions
Plus Insurance Premium

$0.00
$9,000.00
$9,000.00
$1,485.00

Unpaid balance of Selling Price/Loan Amount
Plus Finance Charges
$5,018.84
Total ofCharges to be added to Selling Price
Total Contract

$22,888.00

$5,018.84
$27,906.84

Principal Balance on Contract
$27,906.84
$14,728.61
Less payments made
(Attach record ofpayments made, include amounts and dates paid)
Plus Late Charges
$7.34
Un paid Principle $13, 185.57

Plus unpaid interest
($1,152.98)
(may only claim 30 days from date ofseizure)
Net Equity

$12,032.59

Note: The Net Equity may not include Attorney's Fees, insurance, service contract
charges incurred after date ofseizure, allowances for dealer's reserve or any other
similar charges.
I understand, certify under penalty ofperjury, that the amountfigured in this statement
are true and correct to the best ofmy knowledge and can be substantiated by sales and
payment records.

)

,.
~effl('Aaministrator
;

Signatureffitle!

/"'(../ v

August 25, 2000

NOTE: Falsification of this form may result in a fine of not more than $10,000:00 or imprisonment for not more than 5
years or both (18 U.S.C., 1001)
WR·m F"tnaneiaI SlatCmeftl (ICfR 274.1(J»
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~SiQnain

0...

CCW1CrW:(

II S

NfA

and the tcQf IlmOUnl 01

rr.nnc:. under INs and ant

co:au;;t Signan

Date

NOnCE TO BUYER: UABIUTY INSURANCE FOR BODILY INJURY CAUSED TO YOURSELF OR TO
OTHERS OR PROPERTY DAMAGE CAUSED TO OTHERS IS NOT PROVIDED WITH THIS AGREEMENt IF YOU DESIRE UABIUTY INSURANCE COVERAGE, YOU SHOULD OBTAIN SUCH COVERAGE FROM AN AGENT OF YOUR CHOICE•
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0 algn.
and
-DEC 2J
.1~
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_
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Insurance. If ,..:: insurance is checked below. the policies 01 certificates issued by the Companies named d descrt>e the Iem\S and~.
Required Phy&ical Damage lnaurance. PhysCaJ damage nsurance is required. but you may Optl~1 M.chanle.1 Repelr Inauranee. The cost
obWn if from anyone you want who is &ClCepC.&ble 10 1M Cteditor. The cost of this nsuranoe is insurance is shown ., 48 of the Itemization aboye.

shown in 4A of the Itemization above.

N/A

Insurance Company

Term; _ _

a ~ Deductible CoHision and efthef:

0'

this

N/A
~ Insurance Company
Term: a 36 months Of 36.000 mies. whichever OCCUfS filS!
N/A
Term: 0

o Full Comprehensfve induding r .... Theft and Combtned Additional Coverage
o S---.NJA Deductible Comprehensive induding rtfe. Theft and Combined Additional

o $25 ~ a S50 0educ:tbIe

Coverage

0 S--lUAeduetibie

a r .... Theft and Combined AdcSCionaI Coverage
Opcional. if desWed-O l()w;ng and Labor costs 0 Rental Reimbursement

a C8 Radio Equipment
wi.

Optional eMit Insurance. Credit life insur~ and credit disabiity insurance .,e not required to obtAin credft and
not be ptOYided unless yOu sign for them and
agree to pay the additional cost. If you w."t INs insurance. c:hec:tt the insurance destred and sign below. 11 you ha-,. chosen this insurance. the cost is shown in 4C
UW ilemiz.alion above.
CMdt the Insurance desired: Ute (Buyer Co-Buyer 0 Both 0)
Disability. Accident and Health (Buyer Onty)

a
a

N/A

0'

a

N/A
(Home OffICe Address)

~o'lnsUtel')

Under policy of designated insuret. maximum amounI of insurance under this contrael is S

N 'R . and the lOCal amount of insurance

under this and any

N'A

ocher instalment oonltad of the Buyer is limited 10 S

Dale

Buyer Signature

Co-8uyer Signature

Date

NOnCE TO BU'fER: LIABILITY INSURANCE FOR BODILY INJURY CAUSED TO YOURSELF OR TO
OTHERS OR PROPERTY DAMAGE CAUSED TO OTHERS IS NOT PROVIDED WITH THIS AGREEMENl: IF YOU DESIRE LIABILITY INSURANCE COVERAGE, YOU SHOULD OBTAIN SUCH COVERAGE FROM AN AGENT OF YOUR CHOICE.
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~~~Owne"'-Aco-buyer

~e,fOl

Co-8uy« Signs

.19.-!UL

~

~ but

is a penon who is
paying the entiredebC.Iv\OChef
is. person whoM name lion the We 10 the
does not haw 10 pay 1M debe. The co-buyer Of 01hef O¥mef know$ INat the Creditor has • MeUrty F1eerest ... the yehicle and ClOf'\HnLS 10 Ihe securty Interest
Of\ef owner signs hefe

Addres.A ....
~

Creer.". Signs

"

.;\

8\

If SlIer obCaIned Ihis Whide from GenetaI Moten Corpotation (GU) on instaJmen( credit tenns.
. ns b Intefes:( In INs contrac:t to GM under the tenns 01
Iha aM InItaJmen( Sales Ananoe PIan-=renns of Substitution and Assigtvneo( agreement 0Ihetw1se. SeGer assigns Its Interese In INs COfWrad 10 General Motors
~ Cotpotation (GWC) und« the terms 01 the GMAC Recail Plan 8Qf

/I"

Assigned with recourse

By
Z·100 HY 1~ (1) (FOt

UN

In U...

8y

S'.'e Of He. Mexico) (1 Of 4)
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OTHER IMPORTANT AGREEMENTS

break any of the agreements in this contract (default). the Creditor can

Ownership and RIsk of Loss. You agree 10 pay the Creditor 811 )OU ONe
undertisconttad ~if the whicle is damaged. ~ or missing.
'bu agnNt not 10 ~ ~ Y8hicIe from the United .States or Canada or
10 sell......~ or.~ IranSter any intents( in the whide or this
contract wiIhOUi the Credftor's wrinen permission. You agree· not to
exposelhewhide to misuse or confISCation. 'bu win make sure the Creditor's MCUilyinterest (lien) on the whicle is shoNn on the ti1Je.1f the Creditor
repair bills. storage bills. taxes. fines. or OCher charges on the
whicle. )'aU agree~ repay the amount when the CteditQr asks for it.

take the vehide from you. To take the vehide the Creditor can enter your
Property. or the property where it is stored. so long as it is done peacefully. If there is any personal pr~ injt)e vehicle. such as dothing. the

Creditor can store it for you. ~ories. equipment or rePlacement parts win remain with the vehide.

pays..,

GettilXl the Vehicle Back After Repossession. If the Creditor repose
sesses the vehide you have the right to get it back (redeem) by paying
the entire amount you owe on the contract (not just past due payments)
plus any late charges. the cost of taking and storing the vehide and
other expenses that the seaer or the Creditor has had. In figuring the
entire amount you owe on the contract. the Creditor wiD give you a
refund for part of the finance charge fagured the same as if you had prepaid your contract. Your right to redeem wiD end when the vehide is

Security Int.....t. You give the Creditor a security interest in (1) the
vehicle being purchased. (2) any accessories. equipment and
replacement parts installed in the vehicle. (3) any insurance premiums
and chaIges for service contracts returned to the Creditor. (4) any
proceeds 01 insurance policies or service contracts on the vehicle. and
(5) any pcoceeds of insurance policies on your life or health which are
financedin this contract. This secures payment 01 all amounts you owe
in this contract and In any nnsler. renewal. extension or assignment
of this contract. It also secures your other agreements in this contract.

sold.
Sale of the Repossessed Vehicle. The Creditor will send you a written
notice of sale at least 10 days before seRing the vehide. If you do not
redeem the vehicle by the date on the notice. the Creditor can sell it. The
Creditor will &lfe the net proceeds of the sale to pay aU or part of your
debt.
e. ~ t

Prepaylftlftt Refund. You can prepay an of your debt and get'a refund
of pari of Ihe Finance Charge. The refund wiU be figured by the Rule of
78's If the term of this contract is 61 months or less. The refund will be
flQured bf the Actuarial Method if the term of this contract is more than
61 months. The Creditor will keep a minimum charge of $25 in deter·
mining the amount of the refund. No refund wilt be paid to you if it is
less thin $1.00.

The net proceeds of sale wiU be figured this way: Any late charges and
'ny'charges for taking and storing the vehide. duning and advertising
etc.. and any attorney fees and court oosts wiD be subtracted from the
selling price.

Required Physical Damage Insurance. You agree to have physical
damIge ....ance covering loss or damage to the veNde for .he term
of Ihis CGr*aet. AJ. any time during the term of this contract. if you do not
have phJsicaI damage insurance which covers both the interest of you
and IheCreditor in the vehide. ~~n the Creditor may buy it for you. If the
Crecitor does not buy physical damage insurance which covers both
interests In tt)e ~ehide. it may. if it decides. buy insurance which covers
my'" CreCitor"s interest.
•

If you owe the Creditor less than the net proceeds of sale. the Creditor
wi. pay you 1he difference. unless required to pay it to someone else.
For example. the Creditor may be requited 10 pay a lender who has
given you a loan and also taken a security Interest in the veNdee
If you owe more than the net proceeds of sale. you will pay the Creditor
the difference between the net proceeds of sale and, ~t you owe
when the Creditor asks for It. If you do not pay.this amOunt when asked.
you may also be charged interest at the highest iawful rate until you do
pay an you owe to the Creditor.

TheCr" is under no obligation to buy any insurance. but may do so
if it desires. If the Creditor buys either of these coverages. it will let you
know what type It is and the charge:you must pay. The charge will con·
sist d ... cost d the Insurance and a finance charge. at the highest
lawful ~act rate. You agree to pay the charge in equal instalments
along wIh the payments shown on the payment schedule.
If lhevehicle is lost or damaged. you agree that the Creditor can use any
insurance settlement either to repair the vehide or to apply to your debt.

wj,..

Late CM:r~e._You.
~ve t~.p'ay.a ~te q.~rge ~.Qch paY'!'~~t..
received bf ~ Creditor mo;re-thah1en days late. The"tt)arge rs sho~:on the fronn·AcCep&af1Ce:.of a__te-payment or late ch8tae ~ noF
eXaJse your late payment or mean that you can keep making payments
atterlhey are due. The Creditor may also take the steps set forth below
if there is any late payment.
Optional Insurance or Service Contracts. This contract may contain
charges for optional insurance or seNice contracts. If the vehide is
repossessed. you agree that the Ct~itor may daim benefits under
these contracts and terminate them to obtain refunds for unearned
c:hatge$.
Insurance or Service Contract Charges Returned to Creditor. If any
charge forrequired insurance is returned to the Creditor. it may be credited to yow account or used to buy similar insurance or insurance which
covers only the Creditor's interest in the vehide. Any refund on optional
insurance or seMC8 contracts obtained by the Creditor wiD be credited
to your aocounl.

Ctedts 10 your account wiU include both the amounts received by the
Creditor and the unearned Anance Olarges on those amounts. These
aedits . .be applied to as many ot your instalments as they will cover.
beginning with the final instalment You will be nofiflfd of what is done.
Required Repayment In Fun Before the Scheduled Date. If you fail to
pay any payment according to the payment schedule: if a proceeding in
~ receivership or insolvency is started by you or against you
Of your paperty; or if you break any of the agreements in this contrad
(default).... Creditor can demand that you pay" you owe on this contract at once. In figuring what you owe. the Creditor wiI give you a refund
of part cI the Finance Charge figured the same as I you had prepaid in

lui.

ReposMUlon of the Vehicle for Failure to Pay. Repossession
means...... you f81 to pay acconIng to the payrneN schedule or If you

'"\t

~ • ...j

Collection Coats. If the Creditor hires an attorney to coUed what you

owe. you wiI pay the attomey"s reasonable fee and any court costs. The
attomey"s fee win not exceed 15% of the amount that you owe.
Delay In enforcing Rights and ~nges of thl. ~~ct.The.Creditor can delay or refrain from enforQng any of Its righlt. uOCkrt3his c0ntract wfIhQut losing them. For example.1he Creditor O!~ !~~ the time
~f~.• ~
.. : ;SOO)~yments wiU:\QUI
.. ~7J.endng oth8fS. Any Change in
!~ of INs cpnttad lnust ~ in ~N and signed by the Creditor. No
. ONl:Cttenges 8te binding. If any'6attoffhls contract is not valid. aJlother
parts will remain enforceable.

:_t. .

····l'

WarranUe. Seeler Disclaims. YCX'~etstandthat the Seller Is not
offering any warranUes and
are no Implied warranties of
merchantability, of fitness f~particular purpose, or any other
warranties, express or Implied by the Seller, covering the vehicle
un.... the: Seller extends a wrlUea:wananty or service contract
within 10 day. from the date of this contract.

t1'*(JIlJc..

An impied warranty of merchan~ Senerally means that the vehide
is fit for the ordinary purpose for which such vehides are generally used.
A warranty of fitness for a particular;M.irj:$ose is a warranty that may arise
when the Seller has reason to know the patticuIar purpose for which you
require the vehicle and you rely on the SeII"'-s skiU or judgment to furnish a suitable vehide.

This provision does not affed any wananties covering the vehide which
may be provided by the veNde manufaewrer.
.:~I~::;· (;~
f1 ... t3
Used Car Buyers ~.loTbJt)nfonnatJonyou see on the window

-1*1

fonn for this whIcIe
ofthis contrect. ~IM ~the window form oven1dea any contrary pnwWocwln u.e"COtahtrof sale.

Notice of Sub.tltutlon of Contract. If Seller obCaIned this whlcle
from General Motors CorporaIion (GM) on Instalment credit terms. this
contrlct wID be substituted by Seller for and NPlacethe SeDe.... obUga.
lion to pay GM tor the vehicle you are punNsIng. ThIs substitution wID
not change the amount you haw IIgIMd to paylhe Selle~ the payment
schedule, the finance chaIge or any of )lOUr rights and duties tor this
purchae. The terms of thIa connc:t Nt forth ~ entire and only obigadon to ~ GM, or any OCher_holder of tNt connet.

'NOnCE: ANY HOUlER OF THIS-CDNSUMER CREDIT CONTRACJ.IS.SUBJECTTO ALL CLAIMS AND DEFENSES WHICH
THE DEBTOR COULD ASSERT AGAINST THE SELLER OF GOODS OR SERVICES OBTAINED PURSUANT
HERETO OR WITH THE PROCEEDS HEREO~ RECOVERY HEREUNDER BY THE DEBTOR SHALL NOT EXCEED
AMOUNTS PAID BY THE DEBTOR HEREUNDER.
The preCedinG NOTICE applies onlYtoli<iOds or servlc'e~ ~~(hed Prima. rlly)oi\ierional, family, oiM.JseNei:I~.y.~~. In all
other ca_, Buyer will not a.sert against any SUbsequent holder or a..lgnee bf this contract any claims or ~ten.e.the
Buyer (debtor) may have against the Seller, or against the manufacturer of the vehicle or equipment obtained under this

contract.
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This is a net equity worksheet that is included in the petition
report to FBIHQ.
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NET EQUITY WORKSHEET
OBTAIN THE FOLLOWING INFORMATION FROM THE LIENHOLDER:

I

1. Unpaid principal
at time of seizure

Annual percentage rate

$12,032.59

12.99

.

·Dealer's reserve

..................I_s

*Insurance Costs

~{_~

_
_...

I

*Service contract
for
months ...... _$

·Extended warranty
for
48
months ......
or 100,000 miles

Original term of loan

%1

_

I

S 1,485. 00

Ilo.-

Number of months loan had
run at time of seizure

.

Amount of each payment

. 1$775.19

19

I

2. *Interest due but unpaid
at time of seizure

Mths

$
------0

!

*Total amoUDt paid to
lienholder after seizure

.-.S_O

Date of last payment

( 7 /

f..re payments still being made?

o

...,j

7 / 00

Yes

~

No

3_6_ _
M_ths_...1

• These items may Dot be present in eva:y transaction. If not applicable. place NlA in the block
I. Unpaid priDcipal does not ~udc my finance charges. 1aIe charges. additioaal cbIrges iDcurred as a result ofdelinquency or
dcfault,auomey·s fees, accelerated or mbam:d interest cbarges. IIDOUDts set by coatnct IS damages. unearned ectcoded warranty
fees. iDsuraDcc. service contract dw'gcs iDcurred after the date of seizure. alIOW1DCCS for dcaler's reserve. or· my other simi1ar
dw'gcs. It is simply the begiDDiDg priDcipal or amouD1 fin""QCd wbich bas DOt Jet beal paid. The Ueaholder m1llt docameat
fhe amoaat claimed u aapald prIDdpa
2. This IIDOUDi wiD be zao. unless there JrC delinquent paymeats at the time ofICimn:. Ifthe ~ stopped naing payments
prior to the seizun:. the lienholder iseDtitled to its IDDU81 pen:eatagc rate of iDIaest OIl the loan from the date of the last payment
to the date of seizure. The Ueaholder mad docameat the amGUllt claimed.
1nf~0Il fiJmisbed by:

Informatioa obtained by:
Name

Name
Title _ .........

IIIiiiiii.iii.-_.i.............

Address ---..;.........
Tel. No.

_

................._ _

Title

I

..............-..P..
a....
r.=.a.:.;le:ollg~a=-=l~S .....
p.¥.ecx..1i1ll.1ea.....l....i....ws:.a..t

_
_

Division Louisvi lIe
Date _~9.....
/2-.::l8"-'/~Q..
Q

Copies of the retail installment contract. all other pertinent loan documeau, aad documentation of tbe amount claimed
-as unpaid priacipal must be attached to tbbreport as Attachment (C).

_
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This is a copy of the letter sent to the bank or financial
institution advising their petition has been granted.
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November 30, 2000
CERTIFIED RETURN RECEIPT

RE:

1999

VIN
FBI SEIZURE NUMBER:

Dear
The original petition for remission or mitigation of
the forfeiture of the above-described property, filed on behalf
of General Motors Acceptance Corporation (GMAC), dated August 25,
2000, has been reviewed and is hereby granted.
At the time of the seizure, the referenced property was
appraised at $20,200.00, and the Petitioner's actual interest in
the property (net equity) has been calculated at $11,571.60.
This amount includes the sum of $435.98 which represents interest
that was calculated from the date of the seizure through the last
full month prior to the date of this ruling granting the
petition.
Net equity is computed by determining the amount of the
unpaid principal and unpaid interest at the time of the seizure,
and adding to that sum unpaid interest calculated from the date
of seizure through the last full month prior to the date of the
notification granting the petition. No allowances are made for
unearned extended warranty ($897.97), insurance, service contract
charges incurred after the date of seizure, dealer's reserve,
attorney's fees, or other similar charges. The rate of interest
used in this computation is the annual percentage rate specified
in the security agreement. For further information regarding
this calculation and the definition of net equity, see Title 28
Code of Federal Regulations Section 9.2(k).
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As a successful Petitioner, GMAC may elect one of two
options depending on whether it desires its monetary interest in
the property or-actual possession of the property.
To obtain its monetary interest in the property, GMAC
need take no action. The property will be sold by the United
States Marshals Service.~ _The proceeds of the sale will be
reduced by the sum of thAe expenses incurred by the Government in
the seizure, forfeiture and sale. The remainder of the proceeds,
not to exceed the net equity amount of $11,571.60 will be paid to
GMAC.
To take actual possession of the-property, GMAC must
pay $8, 628 .40 to the Federal Bureau of Invest-igation within
twenty days following receipt of this letter. A cashier's check
i.n the amount required, made payable to the United States
Marshals Service, is an appropriate manner in which to make
payment. This amount represents the difference between the
appraised value of the property at the time of seizure and GMAC
net equity. An additional amount may be required to pay storage
costs incurred by the Government if you choose to take possession
of the property.
To obtain information regarding the sale or obtain
possession of the property, please contact the Federal Bureau of
Investigation, 600 Dr. Martin Luther King Jr. Place, Louisville,
KY 40202. Attention:
Forfeiture Paralegal Specialist,
Any questions concerning the decision relating to your
client's petition should be directed to the Director, Federal
Bureau of Investigation, Washington, D.C. 20535, Attention: Legal
Forfeiture Unit·, Qffice of the General Counsel
Sincerely,

Chief
Legal Forfeiture Unit

By:

Assistant General Counsel
Legal Forfeiture Unit
Office of the General Counsel
1 - U.S. Marshals Service
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APPENDIX 3
SAMPLE CRIMINAL NOTICE AND CLAIM PROCEDURES FORMS
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UNITED STATES DISTRICT COURT
EASTERN DISTRICT OF KENTUCKY
PIKEVILLE

CRIMINAL NO.

PLAINTIFF

UNITED STATES OF AMERICA
VS.

DEFENDANTS

* .. * * *
TO:

The enclosed forfeiture notice to third parties has been
served pursuant to Title 21, United States Code, Section 853(n).
You must complete the acknowledgment part of this form and
return one copy of the completed form to the sender within 20 days.
You must sign and date the acknowledgment.
If you are served
on behalf of a corporation, unincorporated association (including
a partnership)
or other entity, you mllst indicate under your
signature your relationship to the entity. If you are served on
behalf of another person and you are authorized to receive process,
you must indicate under your signature your authority.
I

If you do not complete and return the form
within 20 days, you (or the party on whose behalf
served) may be required to pay any expenses incurred
forfeiture notice in any other manner pe~itted by

the sender
you are being
in serving the
law.
to

After you complete and return this form, you (or the party on
whose behalf you are being served) must file a petition within 30
days of receipt of process, pursuant to the terms of Title 21,
United States Code, Section 853 (n) (3) .
If you fail to do so,
judgment by default may be taken against you and any interest you
assert in the property would be lost forever and forfeited to the
United States.
The United States would then have clear title to
the property and may dispose of the property and warrant good title
to any subsequent purchaser or transferee.
.
I declare, under penalty of perjury, that this Notice of Third
Party Claimant Procedure for Property Forfeited in United States v.
=~~~~~~~~~_U~~S~D~C~,~E~D~K~Y~and Acknowledgment of Receipt of
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Notice of Forfeiture will have been mailed on April 1, 2002.
UNITED STATES ATTORNEY

BY:
Assistant United States Attorney
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UNITED STATES DrSTRICT COURT
EASTERN DISTRICT OF KENTUCKY
PIKEVILLE

CRIMINAL NO.
PLAINTiFF

UNITED STATES OF AMERICA

vs.
DEFENDANTS

* * * * *
ACKNOWLEDGMENT OF RECEIPT
OF NOTICE OF FORFEITURE AND
THIRD PARTY CLAIMANT PROCEDURE

I

declare, under penalty of perjury, that I received a copy

of the Notice of Third Party Claimant Procedure for Property and

Notice of Forfeiture in the above-captioned matter at (insert
address)
I

------------------------------

further understand that this acknowledgment is not a Petition

asserting an interest in, property pursuant to 21 U.S.C. §853(n).

Signature

Relationship to Entity/
Authority to Receive Service of
Process
Date of Signature
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UNITED STATES DISTRICT COURT
EASTERN DISTRICT OF KENTUCKY
PIKEVILLE
CRIMINAL NOS.

UNITED STATES OF AMERICA

PLAINTIFF

VB.

DEPENDANTS

* ..

* •

* • * ..

NOTICE IS HEREBY GIVEN, that on
, in the
above-captioned cases, the Honorable Joseph M. Hood, United
States District Judge for the Eastern District of Kentucky,
entered an order condemning and forfeiting the following
property:
CURRENCY:

(description)
REAL PROPERTY:
(description)

WEAPONS:
(description)

YOU ARE HEREBY NOTIFIED that the United States intends to
dispose of this property in such manner as the Unite~ States
Attorney General may direct.
Pursuant to Title 21, United States Code, Section 8S3(n) (1),
if you have a legal interest in this property, WITHIN THIRTY (30)
DAYS of receipt of this notice, you must petition the United
States District Court for the Eastern District of Kentucky for a
hearing to adjudicate the validity of your alleged legal interest
in this property. If a hearing is requested, it shall be held
before the Court alone, without a jury.
THE PETITION must be signed by the petitioner under penalty
of perjury, as established in 28 U.S.C. §1746, and shall set
forth the nature and extent of your right, title or interest in
each item of property, the time and circumstances of your
acquisition of the right, title or interest in each item of
property ~nd any additional facts supporting your claim and the
relief sought.
.
Pursuant to Title 21, United States Code, §853(n) (2),
NEITHER A DEFENDANT IN THE ABOVE-STYLED CASE NOR HIS AGENT IS
ENTITLED TO FILE A PETITION.
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ANY HEARING on your petition shall, to the extent
practicable and consistent with the interests of justice, be held
within thirty (30) days of the filing of your petition. The
court may consolidate your hearing on the petition with any other
hearings requested on any other petitions filed by any other
person other "than the defendant named above.

YOU HAVE THE RIGHT at the hearing to testify and present
evidence and witnesses on your own behalf and cross examine

witnesses who appear at the hearing.
IF YOU FAIL.TO FILE A PETITION TO ASSERT YOUR RIGHT, TITLE
OR INTEREST IN THE ABOVE-DESCRIBED PROPERTY, WITHIN THIRTY (30)
DAYS OF THIS NOTICE, YOUR RIGHT, TITLE AND INTEREST IN THIS
PROPERTY SHP.LL BE LOST k~ FORFEITED TO THE UNITED STATES. THE
UNITED STATES THEN SHALL HAVE CLEAR TITLE TO THE PROPERTY HEREIN
DESCRIBED AlJD r4AY WARRANT GOOD TITLE TO ANY SUBSEQUENT PURCHASER

OR TRANSFEREE.
All petitions must be filed with the United States District
Court for the Eastern District of Kentucky, Pikeville Docket, at
the following address: United States District Court Clerk, 203
Federal Building, 201 Main Street, Pikeville, Kentucky 415011144.

You must serve a copy of your petition upon the United
States Attorney at the following address:
United States Attorney,
, Assistant U.S.

Attorney, Forfeiture Unit,

Dated:

---------

UN"ITED STATES MARSHALS SERVICE
EASTE~~
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DISTRICT OF KENTUCKY

UNITED STATES DISTRICT COURT

EASTERN DISTRICT OF KENTUCKY
LONDON
CRIMINAL NO.

PLAINTIFF

UNITED STATES OF AMERICA

vs.

STIPULATED EXPEDITED SETTLEMENT AGREEMENT

DEFENDANT
*

* * * *

"*

IT IS HEREBY STIPULATED by and between the plaintiff, United
States of America, on the one hand, and Claimant,

(bank)

hereinafter referred to as "- - - - (bank) --- I" on the other, by
and through their respective attorneys, to compromise and settle

its claim according to the following terms:

The parties hereby stipulate that any violations of 21

1.

u.s.c.

§ 841 involving the subject real property occurred without

the knowledge and consent of
2.

---- (bank) -----

Plaintiff, United States, agrees that upon entry of a

Final Order of Forfeiture, it will direct the United States
Marshals Service to sell the supject property and use the
proceeds to pay the following to

- - - - (bank) -------

secondary only to costs incurred by the United States Marshals
Service:
a.

All unpaid principal, accrued interest,

cancellation fees and late fees due to the Claimant under the
note dated _____________ , which was secured by a mortgage filed
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_____________ , and recorded in Mortgage Book

records of the
amount of $

, Page

, in the

County Clerk's Office, in the original
I

with a payoff of $

as of

___________________ , provided that the net proceeds meets or
exceeds the current balance due.

Copies of said note and

mortgage are attached.

b.

All unpaid interest which will continue to accrue

at the sum of $
c.

per day until the date of payment; and
Attorney fees in the amount of $

a sum

I

certain.
4.

The payment to

(bank)

shall be in full

settlement and satisfaction of any and all claims by

(bank) __

to the forfeited real property located at
County, Kentucky, with all appurtenances and

improvements thereon, in the

s.

Upon payment,

name

of

(defendant (s))

(bank)

----

agrees to

execute any documents necessary to assign and convey its

security

interest to the United States via recordable documents and to
release and hold harmless the United States, the

agency)

(federal

, and any agents, servants, and employees of the

United States (or any State or local law enforcement agency)

acting in their individual or official capacities, from any and
all claims by the financial institution and its agents which
currently exist or which may arise as a result of the
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government's action against the forfeited real and personal
property.
6.

As a part of settlement,

(bank)

__

agrees not to pursue against the United States any other rights
that it may have under the (note and mortgage) including but not

limited to the right to foreclosure.

(bank)

7.

agrees to join any

government motions for interlocutory or stipulated sale of the
subject real and/or personal propertYt within ten (10) days of
claimant's receipt of the motion(s).
8.

understands and agrees that

(bank)

by entering into this settlement Agreement, it waives any rights

to further litigate against the United States its interest in the
forfeited property and to petition for remission or mitigation of

the forfeiture.

Court

I

Unless specifically directed by order of this
is hereby excused and

(bank)

relieved from further participation in this action.
9.

understands and agrees that

(bank)

the United States reserves the right to void this Settlement
Agreement and to terminate the forfeiture action at any time for

legal reasons or within ninety

(90)

days after the date of this

agreement for economic reasons.

10.

The terms of this settlement agreement are contingent

upon entry of a Final Decree and Order of Forfeiture.
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Further,

the terms of this settlement agreement shall be subject to
approval by the United States District Court and any violation of
any terms or conditions shall be construed

as

Order of the Court.
UNITED STATES ATTORNEY
Date:
Assistant United States Attorney

Date:
Attorney for Bank
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KENTUCKY GENERAL ASSEMBLY UPDATE
New Kentucky Legislative Enactments
I.
Introduction. The materials included in this summary were accumulated as of April 4,
2002 and based upon bills introduced in the Kentucky 2002 General Session. The bills
summarized here include issues of particular importance to financial institutions doing business
in Kentucky. Detailed information will be provided to financial institutions next month in a
booklet produced by the Kentucky Bankers Association entitled 2002 Session in Summary.
Most 0 f t he bills summarized a re inc luded with these materials. Bills no t inc luded m ay be
obtained through the LRC Website at www.lrc.state.ky.us or by contacting Debra Stamper at
502-582-2453 or dstamper@kybanks.com .
II.
Kentucky Housing Corporation Loans (SB45-Signed by the governor on March 15).
This bill should increase the pool of persons eligible for KHC loans by deleting existing income
schedule and incorporating, instead, the "lower and moderate income" standards defined in the
Internal Revenue Code.

III.
Corporate Filings/Electronic Transmission (SB 121-signed by the Governor on March
28). This bill is a continuation of the progress made and encouraged by the Kentucky Secretary
of State's office for increased electronic document and transmission usage. The bill allows for a
number of changes to KRS Chapter 271B, including the following:
•

•
•
•

Electronic transmission of certain corporate filings to the Secretary of State's
office, to the extent permitted by the Secretary of State's office. (It contains a very
broad definition of "electronic transmission" in Section 6, paragraph 8.)
Acceptance of fees to the Secretary of State by credit card.
Increased acceptable methods of providing notice, including by electronic
transmission, telephone and voice mail.
Extends certain allowed action by the board of directors or a committee of the
board, subject to certain restrictions. Allows the board to adopt articles of
amendment making certain changes to classes or series of shares, without
shareholder action.

IV.

Liens by Real Estate Brokers (SB 17Q-signed by the Governor March 28). Subject to
the restrictions ofKRS 376.075 (which is currently applicable to engineers, architects, landscape
architects and land surveyors), this bill allows for real estate brokers to file a lien against real
property. Additional restrictions apply to the real estate broker's allowable lien including: 1) on
new construction, the purchaser must have agreed in writing to pay the broker directly; and 2)
the broker and the owner/seller has a written agreement to list and sell or lease the property (or
agrees, in writing, to pay the broker as the buyer's representative) and the broker performs the
services agreed to and presents a buyer ready, willing and able to purchase.
V.
Telephone Solicitation (HB 47-Signed by the Governor on March 6). This bill is
notable in that it contains no industry exemptions to Kentucky's telephone solicitation laws.
Therefore, banks, for the most part, will find themselves faced with telemarketing compliance for
Debra Stamper
Kentucky Bankers Association
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the first time. The Kentucky Bankers Association is working to develop a short seminar to cover
the entire area of telemarketing restrictions. The most significant provisions of this bill include:
•

Restricted telephone solicitation may be made by live or recorded message, sent
by telephone or fax machine to residential phones, mobile phones or pagers. In
order to fall within the restrictions of the law, the purpose of the communication
must be one within the definition (Le., solicitation of a sale of goods or services).
• Increases the prohibited telephone solicitation activities, to prohibit: 1) selling
information received during the call without written consent; 2) using an artificial
or recorded voice to deliver the telephone solicitation to a residential phone with
express consent; 3) engaging in unfair, false, misleading or deceptive practices.
• Although there are no "industry" exemptions, there are "purpose" exemptions.
The following are, by definition, not telephone solicitations: 1) a call made at the
request of the person called; 2) a call to a debtor or party to an existing contract
regarding payment or performance; 3) a call to a person with whom you have a
prior or existing business relationship; 4) a call made from Kentucky to a location
outside Kentucky; and 5) calls between merchants. Any of these calls, regardless
of whether the person called has been placed on the zero call list are not telephone
solicitations and are not subject to the restrictions of the law.
• The creation of a "zero call" list. This is similar to the existing "no telephone
solicitation calls" list, with the following changes: 1) the list will be made
available in electronic format; 2) the list will be published quarterlytelemarketers and merchants are deemed to be on notice of new versions of the
list. Persons may request that they be added to the list through the use of the
Attorney General's telephone dial-in registration. The AG's office will
promulgate regulations necessary to update information on the list and to interface
with national databases.
• The "zero call" list will be made available at no cost to merchants and
telemarketers. It will be downloadable from the internet and other formats. The
list will be searchable by area code and local exchange, as well as by specific
number.
• Places registration requirements on telemarketing companies.
• Requires telephone companies to send out consumer brochures, developed by the
AG's office, at least once a year.
• Claims of violations to the "zero call" list must be made in writing and verified.
It will be a defense to such a claim that the merchant or telemarketer obtains the
current list and makes reasonable efforts to avoid calling persons on the list. It is
a defense to any claim of violation of the telephone solicitation restrictions
that the merchant or telemarketer has established and implemented
reasonable practices and procedures for compliance. THIS IS KEY.
• It is a Class D felony to knowingly and willfully make 3 calls in violation of the
"zero call" list in one year. It is a Class A misdemeanor to use the "zero call" list
for any purpose other than for compliance. Civil penalties for violations of the
restrictions may be imposed, up to $5000.

Debra Stamper
Kentucky Bankers Association

J·2

VI.

Crime of Trafficking in Financial Information (HB79-Delivered to the Governor on
March 27). This statute expressly creates the crimes of identity theft and trafficking in financial
information and allows for the recovery of damages, including attorney fees and costs. Financial
information is defined to include account numbers, transactional information, codes, passwords,
SSN's etc. The bill contains safeguards to ensure that financial institutions may work in
cooperation with law enforcement, may use information to test security procedures, investigate
employee misconduct, or recover fraudulently obtained information.

VII.

Notary Requirements (HB 87-Delivered to the Governor on Aprill). Notaries will be
able, under the changes by this bill, to obtain their notary approval in the county of their
residence or the county of employment. Non-residents of Kentucky may obtain their notary
approval in the county of employment.

VIII.

Sales of Manufactured Homes (HB 152-Signed by the Governor on March 26).
Exempts banks (for the sale of repossessed homes), real estate agents (who possesses less than 3
manufactured homes within 12 months) and manufacturers from manufactured home broker
requirements.

IX.

Sharing of Credit Card Information (HB 199-signed by the Governor March 1). This
prohibits a telemarketer from calling a credit card issuer for the purpose of obtaining a credit
card number and prohibits the credit card issuer from releasing a consumer's credit card number
to a telemarketer.
X.
Allowable Investment of Trust Funds (HB 358-Delivered to the Governor on March
26). This bill expands the scope ofKRS 386.020 to allow for funds held in trust to be invested in
certificates of deposit, in excess of FDIC insurance, so long as the excess amount is fully secured
by irrevocable government letters of credit (i.e. FHLB), a pledge of securities as collateral, a
surety bond (i.e. excess deposit insurance) or a combination thereof.

XI.

Dee Article 9 Exemption of State and Local Debt Issuance (HB 649-Delivered to the

Governor on March 26). This exempts public-finance transactions and transfers by a
government or governmental unit from Dec Article 9 requirements, consistent with national
trends.

XII. Negotiable Item Contracts by Mail (HB 688-Delivered to the Governor on March 29).
This bill was designed to protect consumers from "checks" sent through the mail, the
indorsement and negotiation of which constitutes acceptance of a contract with the offeror. The
bill requires such "checks" to include specific disclosures (in all caps, bold face 12 point type)
regarding contract acceptance adjacent to the place for indorsement. Failure to include the
disclosure voids the offer. The bill also requires a 2-week notice, with specific disclosure, if
some action must be taken after negotiation in order to avoid future charges. Failure to give
such notice voids the original offer. Attempts by the offeror to enforce contracts voided for
failure to comply with this bill, are considered violations of the Consumer Protection Act.
Banks accepting such voided items shall be held harmless by the offeror. Lenders are
exempt from the provisions of the bill.

Debra Stamper
Kentucky Bankers Association
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AN ACT relating to the Kentucky Housing Corporation and declaring an
emergency.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 198A.OI0 is amended to read as follows:
The following words and tenns, unless the context clearly indicates a different meaning,
shall have the following respective meanings:
(1)

"Bonds" or "notes" means the bonds or bond anticipation notes authorized to be
issued by the corporation under this chapter but shall not include any fund notes;

(2)

"Commonwealth" means the Commonwealth of Kentucky;

(3)

"Corporation" means the Kentucky Housing Corporation created by this chapter;

(4)

"Sponsors" means persons, corporations, associations, partnerships2, or other
entities, consumer housing cooperatives and limited dividend housing corporations,
associations, partnerships2, or other entities organized pursuant to the Kentucky
Revised Statutes for the primary purpose of providing housing to persons and
families of lower and moderate income, and shall include without limitation,
organizations engaged in the production, origination2, and development of
residential housing units intended to qualify for financial assistance pursuant to
Section 8 of the United States Housing Act of 1937, as amended;

(5)

"Development costs" means the costs approved by the corporation as appropriate
expenditures and credits which may be incurred by sponsors of residential housing,
prior to commitment and initial advance of the proceeds of a construction loan or of
a mortgage loan, includin&, but not limited to:
(a)

Payments for options to purchase properties on the proposed residential
housing site, deposits on contracts of purchase, or, with prior approval of the
corporation, payments for the purchase of[ such] properties;

(b)

Legal and organizational expenses, including payments of attorney's fees,
project manager, clerical2, and other staff salaries, office

ren~

and other
ENROLLED
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incidental expenses;
(c)

Payment of fees for preliminary feasibility studies and advances for planning,
engineerin&, and architectural work;

(d)

Expenses for tenant surveys and market analyses;

(e)

Necessary application and other fees; and

(f)

Credits allowed by the corporation to recognize the value of service provided
at no cost by the sponsors, buildersz. and/or developers;

(6)

"Fund notes" means the notes authorized to be issued by the corporation under the
provisions ofKRS 198A.080;

(7)

"Governmental agency" means any city, county, or other political subdivision of the
Commonwealth, the Commonwealth and any department, divisionz. or public agency
thereof, the federal government or any political subdivision of any other state, any
public housing authority or any nonprofit corporation or other entity legally
empowered to act on behalf of any of the foregoing to perform the duties of a public
housing authority, or any two (2) or more thereof;

(8)

"Housing development fund" means the housing development fund created by KRS
198A.080;

(9)

"Insured construction loan" means a construction loan for land development or
residential housing which is secured by a mortgage either insured or guaranteed by
or for which there is a commitment to insure or guarantee by:
(a)

The United States of America or any agency or instrumentality thereof; or

(b)

Any other entity which has been duly approved for the insuring of such loans
by the United States of America or by the Commonwealth of Kentucky or any
agency or instrumentality thereof;

(10) "Insured mortgage" or "insured mortgage loan" means a mortgage loan for land
development for residential housing or for residential housing either made, insuredz.
or guaranteed by or for which there is a commitment to make, insurez. and guarantee
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by:
(a)

The United States of America or any agency or instrumentality thereof; or

(b)

Any other entity, including private mortgage insurance, which has been duly
approved for the insuring of such loans by the United States of America or by
the Commonwealth or any agency or instrumentality thereof and shall also
refer to and mean any loan for residential housing not secured by mortgage
which is insured or guaranteed to at least eighty-five percent (85%) of its
principal amount by the United States of America or any agency or
instrumentality thereof;

(11) "Land development" means the process of acquiring land primarily for residential
housing construction for persons and families of lower and moderate income and
making, installin&. or constructing nonresidential housing improvements, including
water, sewer1 and other utilities, roads, streets, curbs, gutters, sidewalks, storm
drainage facilities1 and other installations or works, whether on or off the site, which
the corporation deems necessary or desirable to prepare the~ land primarily for
residential housing construction;
(12) "Obligations" means any bonds, bond anticipation notes or fund notes authorized to
be issued by the corporation under the provisions of this chapter;
(13) "Persons and families of lower and moderate income" shall include only those
individuals whose family income combined does not exceed the income
requirements defined under Section 143 ofthe Internal Revenue Code of1986, as
amended[an aggregate total of:
(a)

T'.,'enty fi\'e thousand dollars ($25,000) per year, for the fiscal year ending
June 30, 1986; and for subsequent fiscal years ending June 30, the amount set
by this paragraph for the immediately preceding fiscal year, increased to the
nearest one hundred dollars ($100)

b)'

the percentage increase, if any, in the

annual a\'erage for all items of the consumer price index for. all urban
ENROLLED

J·7

ENROLLED

J·8

(g)

Advisory services for tenants in the creation of tenant organizations which
will assume a meaningful and responsible role in the planning and carrying
out of housing affairs; and

(h)

Procedures whereby. tenants, either individually or in a group, may be given a
hearing on questions relating to management policies and practices, either in
general or in relation to an individual or family.
Section 2.

Whereas, no appropriation is required to change the income limits for

Kentucky Housing Corporation loans and Kentucky Housing Corporation has loan funds
available to immediately begin serving the additional households affected by the income
limit change, an emergency is declared to exist, and this Act shall become effective upon
its passage and approval by the Governor or upon its otherwise becoming law.
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AN ACT relating to corporations.

Be it enacted by tl,e General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 271B.I-200 is amended to read as follows:
(1)

A document shall satisfy the requirements of this section, and of any other section
that adds to or varies these requirements, to be entitled to filing by the Secretary of
State.

(2)

This chapter must require or pennit filing the document in the office of the
Secretary of State.

(3)

The document shall contain the infonnation required by this chapter. It may contain
other infonnation as well.

(4)

The document shall be typewritten1f-et:1 printed, or electronically transmitted. If

the docume"t is electronically transmitted, the document shall be in a format that
can be retrieved or reproduced in typewritten or printed form.
(5)

The document shall be in the English language. A corporate name may be in a
language other than English if written in English letters or Arabic or Roman
numerals, and the certificate of existence required of foreign corporations, if not in
English, shall be accompanied by a reasonably authenticated English translation.

(6)

The document shall be executed:
(a)

By the chainnan of the board of directors of a domestic or foreign corporation,
by its president, or by another of its officers;

(b)

If directors have not been selected or the corporation has not been fonned, by
an incorporator; or

(c)

If the corporation is in the hands of a receiver, trustee, or other courtappointed fiduciary, by that fiduciary.

(7)

The person executing the document shall sign it and state beneath or opposite his
signature his name and the capacity in which he signs. The document may but need
not contain:
GA
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(a)

Af+hej corporate seal ofthe corporation;

(b)

An attestationJ,[ by the s@cr@tary or an assistant s@cr@tary;

(c)

An] acknowledgment, Q!. verification[, or proof]; or

!£lHdH

A statement regarding the preparer of the document which complies

with KRS 382.335.
(8)

If the Secretary of State has prescribed a mandatory fonn for the document under
KRS 271B.I-210, the document shall be in or on the prescribed fonn.

(9)

The document shall be delivered to the office of the Secretary of State for filin&.

Delivery may be made by electronic transmission ifand to the extent permitted by
the Secretary ofState. If the document is filed in typewritten or printed form and
not transmitted electronically. the Secretary ofState may require one (1) exact or
conformed COPy to be delivered with the document. except as provided in KRS
27IB.5-030 and KRS 27IB.I5-090[and shall b@ accompani@d by tv/o (2) @xact or
conform@d copi@s, the corr@ct filing fe@, the

organi~ation

tax and any penalty

required by this chapt@r or other la')/ to b@ coll@ct@d by the offic@ of the S@cr@tary of
State}.

(10) One (1)[ of such] exact or confonned paper. but not electronic. COPy of the

document[copi@s] shall then be filed with and recorded by the county clerk of the
county in which the registered office of the corporation is situated.

(11) When the document is delivered to the office of the Secretary ofState for filing.
the correct filing fee. the organization tax. and anv penaltv required bv this
chapter or other law to be collected bv the office ofthe Secretary ofState with the
document shall be paid or provision for payment shall be made in a manner
permitted bv the Secretary ofState. The Secretary ofState may accept payment of
the correct amount due by credit card. charge card. or similar method. However.
if the amount due is tendered by any metlzod other than cash. the liability shall
not be finallv discharged until the Secretary of State receives final pavment or
GA
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credit ofcollectible funds.
Section 2. KRS271B.1-230 is amended to read as follows:
(1)

Except as provided in subsection (2) of this section and subsection (3) of KRS
271B.I-240, a document accepted for filing shall be effective:
(a)

At the date and time of filing[ on the date it is filed], as evidenced by such

means as the Secretary of State may use for the purpose of recording the
date and time of filing[State's date and time endorsement on the original
document]; or
(b)

At the time specified in the document as its effective time on the date it is
filed.

(2)

A document may specify a delayed effective time and date, and if it does so the
document shall become effective at the time and date specified. If a delayed
effective date but no time is specified, the document shall be effective at the close
of business on that date. A delayed effective date for a document may not be later
than the ninetieth day after the date it is filed.

(3)

A document filed in accordance with subsections (1) and (2) of this section shall be
effective regardless of a failure to file the document with the county clerk pursuant
to subsection (10) ofKRS 271B.I-200.
Section 3. KRS 271B.I-240 is amended to read as follows:

(1)

A domestic or foreign corporation may correct a document filed by a Secretary of
State if[ the document]:
(a)

The document contains an inaccuracv[incorrect statement];f-9r].

(b)

The document was defectively executed, attested, sealed, verified, or
acknowledged: or

(c)

Electronic transmission of the document to the Secretary of State was
defective.

(2)

A document is corrected:

GA
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(a)

By preparing articles of correction that:
1.

Describe the document (including its filing date) or attach a copy of it to
the articles;

2.

Specify the inaccuraey or defect to be corrected[incorrect statement and
the reason it is incorrect or the manner in ,vhich the execution Vias
dsfecti'le]; and

3.

Correct the illaccuraey or defect[incorrect statement or defecti1/e
execution]; and

(b)
(3)

By delivering the articles to the Secretary of State for filing.

Articles of correction shall be effective on the effective date of the document they
correct except as to persons relying on the uncorrected document adversely affected
by the correction. As to those persons, articles of correction shall be effective when
filed.
Section 4. KRS 271B.I-250 is amended to read as follows:

(1)

If a document delivered to the office of the Secretary of State for filing satisfies the
requirements ofKRS 271B.I-200, the Secretary of State shall file it.

. (2)

The Secretary of State files a document by recording it as filed on[stamping or
othef\llise endorsing "Filed," together ''lith his name and official title and] the date
and time of receipt[, on both the original and the docamentcopies and on the receipt
for the filing fee]. After filing a document, except as provided in KRS 271B.5-030
and 271B.15-090, the Secretary of State shall deliver[ the document copies, ,vith the
filing fee receipt (or acmo1.vledgment of receipt if no fee is required) attached,] to
the domestic or foreign corporation or its representative a

COPy

of the document

with an acknowledgment orthe date and time orOling.
(3)

If the Secretary of State refuses to file a document, he shall return it to the domestic
or foreign corporation or its representative within five (5) days after the document
was delivered, together with a brief, written explanation of the reason for his

GA
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refusal.
(4)

The Secretary of State's duty to file documents under this section shall be
ministerial. His filing or refusal to file a document shall not:
(a)

Affect the validity or invalidity of the document in whole or part;

(b)

Relate to the correctness or incorrectness of information contained in the
document; or

(c)

Create a presumption that the document is valid or invalid or that information
contained in the document is correct or incorrect.

Section 5. KRS 271B.I-270 is amended to read as follows:
A certificate from the Secretary of State delivered with[attach@d to] a copy of the
document filed by the Secretary of State[, bearing his signature (v.rhich may b@ in
facsimil@) and the seal of this state,] shall be conclusive evidence that the original
document is on file with the Secretary of State.
Section 6. KRS 271B.I-400 is amended to read as follows:
In this chapter:

(1)

"Articles of incorporation" include amended and restated articles of incorporation
and articles of merger.

(2)

"Authorized shares" means the shares of all classes a domestic or foreign
corporation is authorized to issue.

(3)

"Conspicuous" means so written that a reasonable person against whom the writing
is to operate should have noticed it. For example, printing in italics or boldface or
contrasting color, or typing in capitals or underlining, shall be considered
conspICUOUS.

(4)

"Corporation" or "domestic corporation" means a corporation for profit, which is
not a foreign corporation, incorporated under or subject to the provisions of this
chapter.

(5)

"Deliver" or "delivery" means any method of delivery used in conventional
GA
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commercial practice. including delivery by hand. mail. commercial delivery. and
electronic transmission[ inclad@s mail].
(6)

"Distribution" means a direct or indirect transfer of money or other property (except
its own shares) or incurrence of indebtedness by a corporation to or for the benefit
of its shareholders in respect of any of its shares. A distribution may be in the fonn
of a declaration or payment of a dividend; a purchase, redemption, or other
acquisition of shares; a distribution of indebtedness; or otherwise.

(7)

"Effective date of notice" is defined in KRS 271B.1-410.

(8)

"Electronic transmission" or "electronically transmitted" means any process of
communication not directly involving the physical transfer of paper that is
suitable for the retention. retrieval. and reproduction of information by the
recipient.

ill "Employee" includes an officer but not a director. A director may accept duties that
make him also an employee.
(lO)ff9t}

"Entity"

includes corporation and

foreign

corporation;

not-for-profit

corporation; profit and not-for-profit unincorporated association; business trust,
estate, partnership, trust, and two (2) or more persons having a joint or common
economic interest; and state, United States, and foreign government.
Q.ll.ffl-()H "Foreign corporation" means a corporation for profit incorporated under a law

other than the law of this state.
(12)ffl-l-» "Governmental

subdivision"

includes

authority,

county,

district,

and

municipality.
03)~

"Includes" denotes a partial definition.

(14)~

"Individual" includes the estate of an incompetent or deceased individual.

(15)ffl4}J "Means" denotes an exhaustive definition.
(16)~

"Notice" is defined in KRS 271B.1-410.

(17)ffl-9H "Person" includes individual and entity.
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(18Jffl-+» "Principal office" means the office (in or out of this state) so designated in

writing to the Secretary of State where the principal executive offices of a domestic
or foreign corporation are located.
(19J~

"Proceeding"

includes

civil

suit

and

criminal,

administrative,

and

investigatory action.
(20JffWtl "Record date" means the date established under Subtitles 6 or 7 on which a
corporation detennines the identity of its shareholders and their shareholdings for
purposes of this chapter. The detenninations shall be made as of the close of
business on the record date, unless another time for doing so is specified when the
record date is fixed.
(21Jff2QH "Secretary" means the corporate officer to whom the board of directors has
delegated responsibility under subsection (3) ofKRS 271B.8-400 for custody of the
minutes of the meetings of the board of directors and of the shareholders and for
authenticating records of the corporation.
(22J~

"Share" means the unit into which the proprietary interests in a corporation are

divided.
(23J~

"Shareholder" means the person in whose name shares are registered in the

records of a corporation or the beneficial owner of shares to the extent of the rights
granted by a nominee certificate on file with a corporation.
(24) "Sign" or "signature" includes any manual, facsimile, or conformed or electronic

signature.
(25J~

"State" when referring to a part of the United States, includes a state and

Commonwealth (and their agencies and governmental subdivisions) and a territory,
and insular possession (and their agencies and governmental subdivisions) of the
United States.

(26JH2A» "Subscriber" means a person who subscribes for shares in a corporation,
whether before or after incorporation.
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(27)~ "Unit~d

States" includes district, authority, bureau, commission, department,

and any other agency of the United States.
(28)~

"Voting group" means all shares of one (I) or more classes or series that under

the articles of incorporation or this chapter are entitled to vote and be counted
together collectively on a matter at a meeting of shareholders. All shares entitled by
the articles of incorporation or this chapter to vote generally on the matter are for
that purpose a single voting group.
Section 7. KRS 27IB.I-410 is amended to read as follows:
(I)

Notice under this chapter shall be in writing unless oral notice is reasonable under
the circumstances. Notice by electronic transmission is written notice.

(2)

Notice may be communicated in person; byE telephone, telegraph, teletype, or other

form of 'J/ir@ or '.vir@l@ss communication; or by] mail or other method of delivery;

or by telephone, voice mail, or other electronic meansEpri1lat@ carri@r]. If these
forms of personal notice are impracticable, notice may be communicated by a
newspaper of general circulation in the area where published; or by radio,
television, or other fonn of public broadcast communication.
(3)

Written notice by a domestic or foreign corporation to its shareholder, if in a
comprehensible form, shall be effective~

(a)

Upon deposit in the United States mail[ vlh@n mailed], if mailed postpaid and
correctly addressed to the shareholder's address shown in the corporation's
current record of shareholders; or

(b)

When electronically transmitted to the shareholder in a manner authorized
and in accordance with the shareholder's instructions, ifany.

(4)

Written notice to a domestic or foreign corporation (authorized to transact business
in this state) may be addressed to its registered agent at its registered office or to the
corporation or its secretary at its principal office shown in its most recent annual
report or, in the case of a foreign corporation that has not yet delivered an annual
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report, in its application for a certificate of authority.
(5)

Except as provided in subsections (3) and (4) of this section, written notice, if in a
comprehensible form, shall be effective at the earliest of the following:
(a)

When received;

(b)

Five (5) days after its deposit in the United States mail,[ as @llid@nc@d by the
postmark,] if mailed postpaid and correctly addressed;

(c)

On the date shown on the return receipt, if sent by registered or certified mail,
return receipt requested, and the receipt is signed by or on behalf of the
addressee.

(6)

Oral notice shall be effective when communicated if communicated In a
comprehensible manner.

(7)

If this chapter prescribes notice requirements for particular circumstances, those
requirements, shall govern. If articles of incorporation or bylaws prescribe notice
requirements not inconsistent with this section or other provisions of this chapter,
those requirements shall govern.
Section 8. KRS 271B.6-020 is amended to read as follows:

(1)

If the articles of incorporation so provide, the board of directors may determine, in
whole or in part, the preferences, limitations, and relative rights (within the limits
set forth in KRS 271B.6-010 of:
(a)

Any class of shares before the issuance of any shares of that class; or

(b)

One (1) or more series within a class before the issuance of any shares of that
senese

(2)

Each series of a class shall be given a distinguishing designation.

(3)

All shares of a series shall have preferences, limitations, and relative rights identical
with those of other shares of the same series and, except to the extent otherwise
provided in the description of the series, with those of other series of the same class.

(4)

Before issuing any shares of a class or series created under this section, the
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corporation shall deliver to the secretary of state for filing articles of amendment,
which are effective without shareholder action, that set forth:
(a)

The name of the corporation;

(b)

The text of the amendment determining the terms of the class or series of
shares;

(5)

(c)

The date it was adopted; and

(d)

A statement that the amendment was duly adopted by the board of directors.

The board of directors may adopt articles of amendment without shareholder
action to make any ofthe following changes to a class or series created under this
section:
(a)

Increase the number ofshares ofa series but not above the total number of
authorized and unissued shares ofthe class;

(b)

Decrease the number of shares of a series but not below the number of
shares oft/Ie series then issued and outstanding;

(c)

Amend the designation. preferences. limitations. or relative rights of the
shares ofa class or series i(no shares ofti,e class or series are then issued
or outstanding,· or

(d)

Eliminate the designation 0(, and all references to, a series from the articles
ofincorporation ifno shares ofthe series are then issued and outstanding.

(6)

Ifan amendment reduces the number ofshares ofa series, or eliminates a series,
the shares previously subject to issuance in the series shall return to the status
they had before the creation ofthe series.

(7)

Articles ofamendment adopted pursuant to subsection

(5)

ofthis section shall be

delivered to the Secretary ofState for filing and shall state:
(a)

The name ofthe corporation;

(b)

The designation ofthe class or series subject to the amendment;

(c)

The text ofthe amendment changing the class or series;
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(d)

The date the amendment was adoptedi and

(e)

A statement that the amendment was duly adopted by the board ofdirectors.

Section 9. KRS 271B.6-210 is amended to read as follows:
(1)

The powers granted in this section to the board of directors may be reserved to the
shareholders by the articles of incorporation.

(2)

The board of directors may authorize shares to be issued for consideration
consisting only of an equivalent in money paid or labor done, or property actually
received and applied to the purposes for which such corporation was created, and
neither labor nor property shall be received in payment of consideration for the
issuance of shares at a greater value than the market price at the time such labor was
done or property delivered, and all fictitious increase of shares shall be void.

(3)

Before the corporation issues shares, the board of directors shall determine that the
consideration received or to be received for shares to be issued is adequate. That
determination by the board of directors is conclusive insofar as the adequacy of
consideration for the issuance of shares relates to whether the shares are validly
issued, fully paid, and nonassessable.

(4)

When the corporation receives the consideration for which the board of directors
authorized the issuance of shares in accordance with this section, the shares issued
therefor ~[shall be considered] fully paid and nonassessable.

(5)

The board of directors, or a committee of the board of directors, may authorize
one

(1)

or more officers of the corporation to approve the issuance, sale, or

contract for sale of shares or to determine the designation and relative rights,
preferences. and limitations of a class or series of shares• .all within limits
specifically prescribed by the board ofdirectors or the committee.
{§l

The consideration received for the issuance of shares having a par value, to the
extent in excess of the par value of such shares, shall be deemed to include
consideration paid for the issuance of shares as share dividends, from time to time,
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with respect to any outstanding shares of that class or senes, as provided in
subsection (1) of KRS 27IB.6-230. The consideration received for the issuance of
shares without par value shall be deemed to include consideration paid for the
issuance of shares as share dividends, from time to time, with respect to any
outstanding shares of that class or series, as provided in subsection (1) of KRS
27IB.6-230. The amount of capital surplus of a corporation immediately prior to
January 1, 1989, shall also be deemed to be consideration paid for the issuance of
shares, from time to time, as a share dividend within the meaning of this subsection.

lZlH9»

To the extent consolidated net income of the corporation or consideration

theretofore received by the corporation for the issuance of shares is relied upon for
the issuance of a share dividend, as provided in subsection (1) ofKRS 27IB.6-230,
the board of directors shall designate some or all of such consolidated net income or
existing consideration as the consideration paid for the issuance of such shares as a
share dividend, and such designated amount shall thereafter not be included in the
amount available under subsection (1) ofKRS 27IB.6-230 as consideration for the
issuance of shares as share dividends.
Section 10. KRS 27IB.6-2IO is amended to read as follows:
(1)

The powers granted in this section to the board of directors may be reserved to the
shareholders by the articles of incorporation.

(2)

The board of directors may authorize shares to be issued for consideration
consisting of any tangible or intangible property or benefit to the corporation,

including cash, promissory notes, services performed, contracts for services to be
performed, or other securities of the corporation[only of an @qui1lal@nt in money
paid or labor done, or property actually r@c@i\7@d and applied to the pw=pos@s for
"/hich such corporation1llas cr@at@d, and neither labor nor property shall b@ r@c@i\7@d
in payment of consid@ration for the issuanc@ of shares at a greater llaly@ than the
market pric@ at the time such labor ,vas done or property delivered, and all fictitious
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incr@as@ of shares shall b@ lloid].

(3)

Before the corporation issues shares, the board of directors shall detennine that the
consideration received or to be received for shares to be issued is adequate. That
detennination by the board of directors is conclusive insofar as the adequacy of
consideration for the issuance of shares relates to whether the shares are validly
issued, fully paid, and nonassessable.

(4)

When the corporation receives the consideration for which the board of directors
authorized the issuance of shares in accordance with this section, the shares issued
therefor

~[shall

b@ consid@r@d] fully paid and nonassessable. When. and to .the

extent. consideration for the issuance of shares consists of a promissory note or
contract for services or other benefits. the shares shall be fully paid and
nonassessable at tl,e time the note is issued or the contract is entered into.
(5)

The board of directors. or a committee of the board of directors. may authorize
one

(1)

or more officers of the corporation to approve the issuance. sale. or

contract for sale of shares or to determine the designation and relative rights.
preferences. and limitations of a class or series of shares. all within limits
specifically prescribed by the board of directors or the

committe~f+he

consid@ration r@c@iv@d for the issuanc@ of shares ha'/ing a par '/alu@, to the extent in
excess of the par value of such shares, shall b@ deemed to include consid@ration
paid for the issuance of shares as share di1lidends, from time to time, l}lith respect to
an)' outstanding shares of that class or series, as pro,'id@d in subs@ction (1) of KRS
271B.6 230. The consid@ration recei,'@d for the issuance ofshar@s vlithout par ,'alue
shall b@ deemed to includ@ consideration paid for the issuance of shares as share
dividends, from time to time, with respect to any outstanding shares of that class or
series, as pro1lided in subs@ction (1) of KRS 271B.6 230. Th@ amount of capital
surplus of a corporation immediately prior to IaIl1:lary 1, 1989, shall also be deemed
to be consid@ration paid for the issuance of shares, from time to time, as a share
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di\7idend \\7ithin the meaning of this subsection.
(6)

To the extent consolidated net income of the corporation or consideration
theretofore cecei'/ed by the corporation for the issaanc@ of shac@s is relied upon for
the issaanc@ ofa share di'lid@nd, as pro\7id@d in subs@ction (1) ofKRg 27IB.6 230,
the board of dic@ctors shall designate some or all of sach consolidat@d net incom@ oc
existing consid@ration as the consideration paid foc the issaanc@ of sach shares as a
share di\7idend, and such designated amoant shall thereafter not be included in the
amoant a\7ailabl@ under sabsection (1) of K.RS 271B.6 230 as consideration for the
issuanc@ of shares as share di1lid@nds].

Section 11. KRS 271B.6-230 is amended to read as follows:
(1)

Unless the articles of incorporation provide otherwise, shares may be issued pro rata

and without consideration to the corporation's shareholders or to the shareholders
of one (1) or more classes or series[ to the extent:
(3)

Th@ aggregate consideration receill@d by the corporation for the issuance of all
shares of such class or series then oatstanding includes consid@ration for the
issuance of such shares pro rata, as prollid@d in subsection (1) ofKRg 27IB.6
210; and/or

(b)

The consolidat@d net incom@ of the corporation, measured either for the
current fiscal year or for all prior fiscal years, less the amount of distributions
in the fonn of dividends th@c@tofore paid to shareholders, is not less than the
consideration d@tennined by the board of directors for the issuance of such
shares pro rata].

An issuance of shares under this subsection shall be considered a share dividend.

(2)

Shares of one class or series may not be issued as a share dividend in respect of
shares of another class or series unless:
(a)

The articles of incorporation so authorize;

(b)

A majority of the votes entitled to be cast by the class or series to be issued
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approve the issue; or
(c)
(3)

There are no outstanding shares of the class or series to be issued.

If the board of directors does not fix the record date for detennining shareholders
entitled to a share dividend, it shall be the date the board of directors authorizes the
share dividend.
Section 12.KRS 27IB.6-240 is amended to read as follows:

ill

A corporation may issue rights, options, or warrants for the purchase of shares of
the corporation. The board of directors shall detennine the tenns upon which the
rights, options, or warrants are issued, their fonn and content, and the terms and
conditions upon which and the consideration for which the shares are to be issued.

(2)

(a)

The board ofdirectors may, by a resolution adopted by the board, authorize
one

(1)

or more officers of the corporation to do one

(1)

or more of the

following:
1.

Designate officers and employees of the corporation or of any of its
subsidiaries to receive rights, options, or warrants to be issued by the
corporation,·

2.

Determine the number of rights, options, or warrants to be issued to
each recipient; and

3.

Determine the time or times at or during which rights, options, or
warrants may be exercised.

(b)

Any resolution adopted pursuant to paragraph (a) of this subsection shall
specify the total number of rights, options, or warrants the officer or
officers may award.

(c)

The board ofdirectors shall not authorize an officer to designate himselfor
herselfas a recipient ofany rights, options, or warrants.

Section 13. KRS 27IB.6-270 is amended to read as follows:
(I)

The articles of incorporation, bylaws, an agreement among shareholders, or an
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agreement between shareholders and the corporation may impose restrictions on the
transfer or registration of transfer of share's of the corporation. A restriction shall not
affect shares issued before the restriction was adopted unless the holders of the
shares are parties to the restriction agreement or voted in favor of the restriction.
(2)

A restriction on the transfer or registration of transfer of shares shall be valid and
enforceable against the holder, or a transferee of the holder, if the restriction is
authorized by this section, and the holder or transferee has actual knowledge of the
restriction or its existence is noted conspicuously on the front or back of the
certificate, or is contained in the infonnation statement required by subsection (2) of
KRS 271B.6-260. Unless so noted, a restriction is not enforceable against a person
without knowledge of the restriction.

(3)

A restriction on the transfer or registration of transfer of shares shall be authorized:
(a)

To maintain the corporation's status when it is dependent on the number or
identity of its shareholders;

(b)

To preserve exemptions under federal or state securities law;8*}

(c)

In connection with shares issued by the corporation to its officers, directors,
employees, or independent contractors, including as equity based
compensation under the Internal Revenue Code; or

@l

(4)

For any other reasonable purpose.

A restriction on the transfer or registration of transfer of shares may without
limitation:
(a)

Obligate the shareholder first to offer the corporation or other persons
(separately, consecutively, or simultaneously) an opportunity to acquire the
restricted shares;

(b)

Obligate the corporation or other persons (separately, consecutively, or
simultaneously) to acquire or transfer the restricted shares;

(c)

Obligate a shareholder to transfer the restricted shares to the corporation or
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other persons for an agreed price or a price based on a valuation formula.
including an obligation to transfer the shares for an amount equal to the
original consideration paid for the shares;

!!!l Require the corporation, the holders of any class of its shares, or another
person to approve the transfer of the restricted shares, if the requirement is not
manifestly unreasonable; or
~~

Prohibit the transfer of the restricted shares to designated persons or

classes of persons, if the prohibition is not manifestly unreasonable.
(5)

For purposes of this section, "shares" includes a security convertible into or carrying
a right to subscribe for or acquire shares.
Section 14. KRS 271B.7-040 is amended to read as follows:

(1)

Except as provided in the articles of incorporation, action required or permitted by
this chapter to be taken at a shareholders' meeting may be taken without a meeting
and without prior notice, except as provided in subsection @ff7j} of this section, if
the action is taken by all the shareholders entitled to vote on the action.

(2)

If the articles of incorporation so provide, any action except the election of directors
pursuant to KRS 271B.7-280 required or permitted by this chapter to be taken at a
shareholders' meeting may be taken without a meeting and without prior notice,
except as provided in subsection @ff7j} of this section, if the action is taken by
shareholders entitled to vote on the action representing not less than eighty percent
(80%) (or such higher percentage required by this chapter or the articles of
incorporation) of the votes entitled to be cast.

(3)

The action taken under this section shall be evidenced by one (1) or more written
consents describing the action taken, signed by the shareholders taking the action,
and delivered to the corporation for inclusion in the minutes or filing with the
corporate records.

(4)

Action taken under this section shall be effective when consents representing the
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votes necessary to take the action under this section are delivered to the corporation,
or upon delivery of the consents represeriting the necessary votes,as of a different
date if specified in the consent.
(5)

Any shareholder giving a consent may revoke the consent by a writing received by
the corporation prior to the time that consents representing the votes required to
take the action under this section have been delivered to the corporation but may not
do so thereafter.

(6)

A consent signed under this section shall have the effect of a meeting vote and may
be described as such in any document.

(7)

Prompt notice of the taking of any action by shareholders without a meeting under
this section by less than unanimous written consent shall be given to those
shareholders entitled to vote on the action who have not consented in writing.

(8)

If this chapter requires that notice of proposed action be given to nonvoting
shareholders and the action is to be taken by consent of the voting shareholders
under this section, the corporation shall give its nonvoting shareholders and voting
shareholders whose consent is not solicited, written notice of the proposed action at
least ten (10) days before the action is taken. The notice shall contain or be
accompanied by the same material that, under this chapter, would have been
required to be sent to nonvoting shareholders in a notice of meeting at which the
proposed action would have been submitted to the shareholders for action.
Section 15. KRS 271B.7-040 is amended to read as follows:

(1)

Except as provided in the articles of incorporation, action required or permitted by
this chapter to be taken at a shareholders' meeting may be taken without a meeting
and without prior notice, except as provided in subsection @~ of this section, if
the action is taken by all the shareholders entitled to vote on the action.

(2)

If the articles of incorporation so provide, any action except the election of directors
by cumulative voting pursuant to KRS 271B.7-280 required or permitted by this
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chapter to be taken at a shareholders' meeting may be taken without a meeting and
without prior notice, except as provided in subsection @ff7* of this section, if the
action is taken by shareholders entitled to vote on the action representing not less
than eighty percent (80%) (or such higher percentage required by this chapter or the
articles of incorporation) of the votes entitled to be cast.
(3)

The action taken under this section shall be evidenced by one (1) or more written
consents describing the action taken, signed by the shareholders taking the action,
and delivered to the corporation for inclusion in the minutes or filing with the
corporate records.

(4)

Action taken under this section shall be effective when consents representing the
votes necessary to take the action under this section are delivered to the corporation,
or upon delivery of the consents representing the necessary votes, as of a different
date if specified in the consent.

(5)

Any shareholder giving a consent may revoke the consent by a writing received by
the corporation prior to the time that consents representing the votes required to
take the action under this section have been delivered to the corporation but may not
do so thereafter.

(6)

A consent signed under this section shall have the effect of a meeting vote and may
be described as such in any document.

(7)

Prompt notice of the taking of any action by shareholders without a meeting under
this section by less than unanimous written consent shall be given to those
shareholders entitled to vote on the action who have not consented in writing.

(8)

If this chapter requires that notice of proposed action be given to nonvoting
shareholders and the action is to be taken by consent of the voting shareholders
under this section, the corporation shall give its nonvoting shareholders and voting
shareholders whose consent is not solicited, written notice of the proposed action at
least ten (10) days before the action is taken. The notice shall contain or be
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accompanied by the same material that, under this chapter, would have been
required to be sent to nonvoting shareholders in a notice of meeting at which the
proposed action would have been submitted to the shareholders for action.
Section 16. KRS 271B.7-220 is amended to read as follows:
(1)

A shareholder may vote his or her shares in person or by proxy.

(2)

A shareholder, or his or her agent or attorney-in-fact, may appoint a proxy to vote
or otherwise act for the shareholde~fhiml by signing an appointment fonn or by an

electronic transmission. An electronic transmission shall contain, or be
accompanied by, information from which one can determine that the
shareholder, the shareholder's agent, or the shareholder's attorney-in-fact
authorized the electronic transmission [, either personally or by his attom@)T in fact.
For purposes of this s@ction and KRS 271B.7 240, a telegram or cabl@gram
appearing to have been transmitted by tho proper person, or a photographic,
photostatic, or equi'lal@nt reproduction of a "fAting appointing a proxy shall be
deemed to be a sufficient, signed appointment fonn].
(3)

An appointment of a proxy shall be effective when a signe~fthe} appointment fonn

or an electronic transmission of the appointment is received by the secretary or
other officer or agent authorized to tabulate votes. An appointment shall be valid for
eleven (11) months unless a longer period is expressly provided in the appointment
fonn.
(4)

An appointment of a proxy shall be revocable[ b)' the shareholder] unless the
appointment fonn or electronic transmission [conspicuously] states that it is
irrevocable and the appointment is coupled with an interest. Appointments coupled
with an interest include the appointment of:
(a)

A pledgee;

(b)

A person who purchased or agreed to purchase the shares;

(c)

A creditor of the corporation who extended it credit under terms requiring the
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appointment;
(d)

An employee of the corporation whose employment contract requires the

appointment; or
(e)
(5)

A party to a voting agreement created under KRS 271B.7-310.

The death or incapacity of the shareholder appointing a proxy shall not affect the
right of the corporation to accept the proxy's authority unless notice of the death or
incapacity is received by the secretary or other officer or agent authorized to
tabulate votes before the proxy exercises his authority under the appointment.

(6)

An appointment made irrevocable under subsection (4) of this section shall be

revocable when the interest with which it is coupled is extinguished. The revocation
of an appointment under this subsection shall not be effective until the secretary of
the corporation has received written notice of the revocation.
(7)

A transferee for value of shares subject to an irrevocable appointment may revoke
the appointment if he did not know of its existence when he acquired the shares and
the existence of the irrevocable appointment was not noted conspicuously on the
certificate representing the shares or on the information statement for shares without
certificates.

(8)

Subject to KRS 271B.7-240 and to any express limitation on the proxy's authority

stated in [appearing on the fac@ of] the appointment form or electronic
transmission, a corporation shall be entitled to accept the proxy's vote or other
action as that of the shareholder making the appointment.
Section 17. KRS 271B.7-240 is amended to read as follows:
(1)

If the name signed on or submitted with a vote, consent, waiver, or proxy
appointment corresponds to the name or electronic signature of a shareholder, the
corporation if acting in good faith shall be entitled to accept the vote, consent,
waiver, or proxy appointment and give it effect as the act of the shareholder. For
purposes of this section, a telegram or cablegram appearing to have been
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transmitted by the proper person, or a photographic, photostatic, or equivalent
reproduction of a writing appointing a proxy may be accepted by the corporation if
acting in good faith, as a sufficient, signed appointment form.
(2)

If the name signed on or submitted with a vote, consent, waIver, or proxy
appointment does not correspond to the name or electronic signature of its
shareholder, the corporation if acting in good faith shall nevertheless be entitled to
accept the vote, consent, waiver, or proxy appointment and give it effect as the act
of the shareholder if:
(a)

The shareholder is an entity and the name signed purports to be that of an
officer or agent of the entity;

(b)

The name signed purports to be that of an administrator, executor, guardian,
or conservator representing the shareholder and, if the corporation requests,
evidence of fiduciary status acceptable to the corporation has been presented
with respect to the vote, consent, waiver, or proxy appointment;

(c)

The name signed purports to be that of a receiver or trustee in bankruptcy of
the shareholder and, if the corporation requests, evidence of this status
acceptable to the corporation has been presented with respect to the vote,
consent, waiver, or proxy appointment;

(d)

The name signed purports to be that of a pledgee, beneficial owner, or
attorney-in-fact of the shareholder and, if the corporation requests, evidence
acceptable to the corporation of the signatory's authority to sign for the
shareholder has been presented with respect to the vote, consent, waiver, or
proxy appointment; or

(e)

Two (2) or more persons are the shareholder as cotenants or fiduciaries and
the name signed purports to be the name of at least one (1) of the co-owners
and the person signing appears to be acting on behalf of all the co-owners.

(3)

The corporation shall be entitled to reject a vote, consent, waiver, or proxy
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appointment if the secretary or other officer or agent authorized to tabulate votes,
acting in good faith, has reasonable basis for doubt about the validity of the
signature on it or about the signatory's authority to sign for the shareholder or, in

the case ofan electronic record, to affIX the shareholder's electronic signature to
the electronic record.
(4)

The corporation and its officer or agent who accepts or rejects a vote, consent,
waiver, or proxy appointment in good faith and in accordance with the standards of
this section or subsection (2) of Section 16 of this Act shall not be liable in
damages to the shareholder for the consequences of the acceptance or rejection.

(5)

Corporate action based on the acceptance or rejection of a vote, consent, waiver, or
proxy appointment under this section or subsection (2) of Section 16 of this Act
shall be valid, unless a court of competent jurisdiction determines otherwise.

(6)

Shares standing in the name of another corporation, domestic or foreign, may be
voted by either the president of such corporation or by proxy appointed by him,
unless the board of directors of such other corporation authorizes another person to
vote such shares.

(7)

Shares held by an administrator, executor, guardian, or conservator may be voted by
him, either in person or by proxy, without a transfer of such shares into his name.
Shares standing in the name of a trustee may be voted by him, either in person or by
proxy, but no trustee shall be entitled to vote shares held by him without a transfer
of such shares into his name.

(8)

Where shares are held jointly by three (3) or more fiduciaries acting under an
instrument becoming effective after June 30, 1946, the will of the majority of such
fiduciaries shall control the manner of voting or the giving of a proxy, unless the
instrument or order appointing the fiduciaries otherwise directs. Where, in any case,
fiduciaries are equally divided upon the manner of voting shares jointly held by
them, any court of competent jurisdiction may, upon petition filed by any of the
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fiduciaries. or by any beneficiary, appoint an additional person to act with the
fiduciaries in determining the manner in' which the shares shall be voted upon the
particular questions as to which the fiduciaries are divided.
(9)

Shares standing in the name of a receiver may be voted by such receiver, and shares
held by or under the control of a receiver may be voted by such receiver without the
transfer thereof into his name if authority so to do be contained in an appropriate
order of the court by which such receiver was appointed.

(10) A shareholder whose shares are pledged shall be entitled to vote such shares until
the shares have been transferred into the name of the pledgee, and thereafter the
pledgee shall be entitled to vote the share so transferred.
Section 18. KRS 271B.7-280 is amended to read as follows:

(1)

Unless otherwise provided in the articles ofincorporation. directors are elected by
a plurality of votes cast by the shares entitled to vote in the election at a meeting
at which a quorum is present. A "plurality" means that the individuals with the
largest number of votes are elected as directors up to the maximum number of
directors to be chosen at the election.

(2)

Shareholders do not have the right to cumulate their votes for directors unless the
articles ofincorporation so provide[4A;;;t @ach election fur directors each shareholder
entitled to 'lOt@ at stich @l@ction shall hcPle the right to cast, in person or by proxy, as
many votes in the aggregate as h@ shall b@ entitled to vote under the corporation's
articl@s of incorporation, multiplied by the number of dir@ctors to b@ @l@ct@d at such
@l@ction; and @ach shareholder may cast the ,,{hole number of'iot@s for one (1)
candidat@, or distribute such 'lat@s among twa (2) or more candidat@s. Such
dir@ctors shall not b@ elected in any other maF&l1@r].

(3)

A statement included in the articles of incorporation that "all. or a designated
group 0(, shareholders are entitled to cumulate their votes for directors." or
words of similar import. means that the shareholders designated are entitled to
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multiplY the number of votes they are entitled to cast by the number of directors
for whom they are entitled to vote and cast the product for a single candidate or
distribute the product among two (2) or more candidates.
Section 19. KRS 271B.8-080 is amended to read as follows:
(1)

The shareholders may remove one (1) or more directors with or without cause,
unless the articles of incorporation provide that directors may be removed only for
cause.

(2)

If a director is elected by a voting group of shareholders, only the shareholders of
that voting group may participate in the vote to remove him or her.

(3)

]fcumulative voting is authorized, a director shall not be removed ifthe number
ofvotes sufficient to elect him or her under cumulative voting is voted against his
or her removal. If cumulative voting is not authorized, a director shall be
removed only if the number of votes cast to remove him or her exceeds the
number of votes cast not to remove him or her[~t\ dir@ctor may not b@ c@mo'l@d if
the number of l,rot@s sufficient to elect him under cumulative }ioting is }ioted against
his r@moval].

(4)

A director shall be removed by the shareholders only at a meeting called for the
purpose of removing him or her and the meeting notice shall state that the purpose,
or one (1) of the purposes, of the meeting is removal of the director.
Section 20. KRS 271B.8-250 is amended to read as follows:

(1)

Unless this chapter, the articles ofincorporationJ. or the bylaws provide otherwise, a
board of directors may create one (1) or more committees and appoint one

(1)

or

!!!!!!!f. members of the board of directors to serve on any such committee[th@m.

Each committ@@ shall ha'l@ two (2) oc more memb@cs, 'Imo serve at the pl@asuce of
the board of directors].

(2)

Unless tllis chapter provides otherwise, the creation of a committee and
appointment of members to it shall be approved by the greater of:
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(a)

A majority of all the directors in office when the action is taken; or

(b)

The number of directors required by the articles of incorporation or bylaws to
take action under KRS 27IB.8-240.

(3)

KRS 27IB.8-200 to 27IB.8-240[, l)lhich go\rem meetings, action without meetings,
notice and wai\rer of notice, and quorum and 'loting reqairements of the board of
directors,] shall apply both to committees of the board and to their members as

well.
(4)

To the extent specified by the board of directors or in the articles of incorporation or
bylaws, each committee may exercise the powers [authority] of the board of
directors under KRS 271B.8-010.

(5)

A committee shall not, however:
(a)

Authorize or approve distributions. except according to a formula or

method. or within limits. prescribed by the board ofdirectors;
(b)

Approve or propose to shareholders action that this chapter requires be
approved by shareholders;

(c)

Fill vacancies on the board of directors or. subject to the provisions of

subsection (7) ofthis section. on any of its committees; Q!.
(d)[ .Amend articl@s of incorporation pursuant to KRS 271B.I0 020;

te»

Adopt, amend, or repeal bylaws&

(t)

P»:ppro1le a plan of merger not requiring shareholder approval;

(g)

1

Althorize or appro1le reacquisition of shares, except according to a fonnula or

A

method prescribed by the board of directors; or

(h)

i~Althorize

or appro\re the issuance or sale or contract for sale of shares, or

detennine the designation and relati\re rights, preferences, and limitations of a
class or series of shares, except that the board of directors may authorize a
committee (or a senior executi1le officer of the corporation) to do so '.\'ithin
limits specifically prescribed by the board of directors].
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(6)

The creation of, delegation of authority to, or action by a committee shall not alone
constitute compliance by a director with the standards of conduct described in KRS
271B.8-300.

(7)

The board of directors may appoint one

(1)

or more directors as alternate

members of any committee to replace any absent or disqualified member during
the member's absence or disqualification. Unless the articles of incorporation,
the bylaws, or the resolution creating the committee provide otherwise, in the
event ofthe absence or disqualification ofa member ofa committee, the member
or members present at any meeting and not disqualified from voting may
unanimously appoint another director to act in place ofthe absent or disqualified
member.
SECTION 21.

A NEW SECTION OF KRS CHAPTER 271B IS CREATED TO

READ AS FOLLOWS:

(1)

If the board of directors is authorized to determine the place of an annual or
special meeting ofshareholders, the board ofdirectors, in its sole discretion, may
determine that the meeting shall not be held at any place but shall instead be held
solely by means ofremote communication under subsection

(2)

(2)

ofthis section.

If authorized by the board of directors in its sole discretion, and subject to such
guidelines and procedures as the board ofdirectors may adopt, shareholders and
proxvholders not physically present at a meeting of shareholders may by means
ofremote communication:
(a)

Participate in a meeting ofshareholders,· and

(b)

Be deemed present in person and vote at a meeting ofshareholders, whether
such meeting is to be held at a designated place or solely by means of
remote communication, if:
1.

The corporation implements reasonable measures to verify that each
person deemed present and permitted to vote at the meeting by means
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ofremote communication is a shareholder or proxvholder;
2.

The corporation implements reasonable measures to provide
shareholders and proxvholders referred to in subparagraph 1. of this
paragraph a reasonable opportunitv to participate in the meeting and
to vote on matters submitted to the shareholders. including an
opportunitv to read or ·hear the proceedings of the meeting
substantially concurrently with the proceedings; and

3.

The corporation records any vote or other action taken at the meeting
by a shareholder or proxvholder by means ofremote communication.
The corporation shall maintain as a record the recorded vote or other
action taken.

Section 22. Sections 10, 11, 15, 18, and 19 of this Act shall take effect November
15, 2002, if a constitutional amendment proposing to amend Sections 190, 191, 192, 193,
194, 195, 198, 200, 202, 203, 205, 207, and 208 of the Constitution of Kentucky relating
to corporations is enacted by the General Assembly and approved by the voters in the
November, 2002 general elections. Otherwise, Sections 10, 11, 15, 18, and 19 of this Act
shall be void.
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AN ACT relating to real estate broker liens.
Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:

Section 1. KRS 376.075 is amended to read as follows:
(1)

Any professional engineer, licensed architect, licensed landscape architect, real
estate broker. or[ and] professional land surveyor who performs professional

services or services as defined in KRS 322.010(4) for professional engineers, KRS
323.010(3) for architects, KRS 323A.OI0(3) for landscape architects, KRS
324.010(1) for real estate brokers. and KRS 322.010(10) for professional land

surveyors shall have a lien on the building, structure, land, or project relative tofGn}
which the services were performed, to secure the amount of the charges for services
with interest as provided in KRS 360.040 and costs.
(2)

The provisions of KRS 376.010(1) and (2) shall determine when a lien created
under this section shall take precedence over a mortgage or other contract lien or
bona fide conveyance for value without notice.

(3)

No person who has not contracted directly with the owner or his agent shall acquire
a lien under this section.

(4)

Any lien provided for under this section shall be dissolved unless the claimant,
within six (6) months after he ceases to provide services, files in the office of the
county clerk of the county in which the property is situated a statement of the
amount due the claimant, with all just credits and setoffs known to him, together
with a description of the property intended to be covered by the lien sufficiently
accurate to identify it, the name of the owner, if known, and whether the services
were furnished by contract with the owner or with a contractor or architect. This
statement shall be subscribed and sworn to by the person claiming the lien or by
someone in his behalf.

(5)

Any lien created under this section shall be dissolved unless an action is brought to
enforce the lien within twelve (12) months from the day of filing the statement in
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the clerk's office as required by subsection (4) of this section. If the lienholder
complies with all filing requirements under this section, and does so within the time
fixed, his lien shall be valid and effective against any creditor of, or bona fide or
other purchaser from, the owner of the property.
(6)

The provisions of this section shall in no way abridge or conflict with the provisions
ofKRS 376.210 which provide for liens on public improvements, and any potential
lien or valid lien of a professional engineer, architect, landscape architect, real

estate broker, or professional land surveyor on a public improvement shall be
governed byKRS 376.210.

(7)

No real estate broker shall acquire a lien under this section relative to newlv
constructed residential real estate unless the purchaser has agreed in writing to
directlv compensate such broker for performing brokerage services related to the
transaction.

(8)

No real estate broker shall acquire a lien under this section unless:
(a)

The owner or the owner's authorized agent:
1.

Lists the subject property with the broker under the terms ofa written
agreement to sell, lease, or otherwise convey anv interest in the subject
property; or

2.

Agrees in a written agreement to pav the broker a fee for his or her
services as a buver's representative; and

(b)

The broker or the broker's affiliated sales associate provides licensed
services that result, during the term of a written agreement described in
paragraph (a) of this subsection, in the procuring of a person or entity
ready, willing, and able to purchase, lease, or otherwise accept a
conveyance ofthe property or anv interest in the property:
1.

Upon terms contained in a written agreement described in paragraph
(a) ofthis subsection; or
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2.

Upon terms that are otherwise acceptable to the owner or the owner's
authorized agent as evidenced by a written agreement to convey any
interest in the property signed by the owner or the owner's authorized
agent.
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AN ACT relating to telephone solicitation.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 367.46951 is amended to read as follows:
As used in KRS 367.46951 to 367.46999 and Section 8 of this Act, unless the context
otherwise requires:
(1)

"Telephone solicitation" means:
(a)

A live or recorded communication sent by a telephonef-Galij or message sent
by a facsimile machine to a residential, mobile, or telephone paging device
telephone number, including a call made by an automatic dialing or recorded
message device, for the purpose of:
1.

Soliciting a sale of consumer goods or services, offering an investment,
business, or employment opportunity, or offering a consumer loan to the
person called;

2.

Obtaining infonnation that will or may be used for the solicitation of a
sale of consumer goods or services, the offering of an investment,
business, or employment opportunity, or the offering of a consumer loan
to the person called;

3.

Offering the person called a prize, gift, or anything else of value, if
payment of money or other consideration is required in order to receive
the prize or gift, including the purchase of other merchandise or services
or the payment of any processing fees, delivery charges, shipping and
handling fees, or other fees or charges; or

4.

Offering the person called a prize, gift, or other incentive to attend a
sales presentation for consumer goods or services, an investment or
business opportunity, or a consumer loan; or

(b)

A live or recorded communication sent[solicitation or attempted solicitation

,+Jlhich is made] by telephone. facsimile machine. mobile telephone. or
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telephone paging device in response to inquiries generated by unrequested
notifications sent by the merchant to persons who have not previously
purchased goods or services from the merchant or telemarketer or who have
not previously requested credit from the merchant, to a prospective purchaser
if the merchant or telemarketer represents or implies to the recipient of the
notification that any of the following applies:
1.

That the recipient has in any manner been specially selected to receive
the notification or the offer contained in the notification;

2.

That the recipient will receive a prize or gift if the recipient calls the
merchant or telemarketer; or

3.

That if the recipient buys one (1) or more items from the merchant or
telemarketer, the recipient will also receive additional or other items of
the same or a different type at no additional cost or for less than the
regular price of the items;

,<2)

"Telephone solicitation" does not mean the following:
(a)

A telephone call made in response to an express request of a person called,
unless the request was made during a prior telephone solicitation;

(b)

A telephone call made to the debtor or a party to the contract[primarily] in
connection with the payment or performance of an existing debt or contract,
the payment or performance of which has not been completed at the time of
the call;

(c)

A telephone call to any person with whom the telemarketer or merchant has a
prior or existing business relationship, including but not limited' to the
solicitation of contracts for the maintenance or repair of items previously
purchased from the person making the solicitation or on whose behalf the
solicitation is made;

(d)

A telephone call made by[ any of] the following:
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A merchant or telemarketer located in Kentucky to a location outside

ofthe Commonwealth ofKentucky;
2.

A telephone call made by one (1) merchant to another,·

[coll@g@ oc uni'l@csity accc@dit@d by a national oc c@gional accc@diting
organization;
2.

Pill

organi~ation

exempt from taxation under S@ction 501(c)(3) oc

S@ction 501 (c)(6) oflli@ Int@rnal R@1l@nu@ Cod@;
3.

£~

school, oc a person on behalf of a school, c@gulat@d by the K@ntucky

Departm@nt of Education;

4.

P.. real estate bcok@r or sales associat@ properly lic@ns@d und@c the
provisions ofKRS Chapt@r 324;

5.

£~

brok@c dealer, agent, or iWl@stm@nt ad,ris@c properly c@gist@r@d und@c

the pro1lisions ofKRS Chapt@c 292;
6.

£Au1 insucanc@ agent, solicitor, oc consultant pcop@rly lic@ns@d und@c the

provisions ofSubtitl@ 9 ofKRS Chapt@r 304;
7.

£~

employment ag@ncy that has obtained a CUIT@nt p@nnit from the

Cabin@t foc Workforc@ D@1l@lopm@nt und@c the provisions ofnS
Chapt@r 340;
8.

A person soliciting the sale of a subscription to a n@Vlspap@r,

mag~in@,

or p@riodical of general cicculation, oc a cabl@ television s@f\ric@;
9.

pJ: m@rchant or t@l@mark@t@r or the m@rchant's oc t@l@mark@t@c's affiliate
Of

authori~@d

agent, vm@n the m@rchant Of t@l@mark@t@r is c@gulat@d by

the Public S@f\ric@ Commission;
10.

A m@fchant oc t@l@mark@t@r soliciting the sale of food costing less than
one hundc@d dollars ($100) to @ach address;

11.

l\ person v/ho p@riodically issues and d@li,r@rs catalogs to potential

purchas@rs if the catalog includ@s a 1)fritt@n d@scription or illustration and
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the sales price of each item offered for sale, includes at least twenty four
(24) full pages of vlritten material or illustrations, is distributed in more

than one (1) state, and has an annual circulation of not less than nvo
hundred fifty thousand (250,000) customers;
12.

J.Au1y corporation, partnership, or individual ,¥hose business or activities
are f@gulated by the Commonwealth of Kentucky, Department for
Financial Institutions;

13.

A merchant or telemarketer or the merchant's or telemarketer's affiliate
or

authori~ed agent

'Nhen the merchant or telemarketer is sl:lbject to the

control or licensure regulations of the Federal Communications
Commission;

14.

A book, 'lideo, or record club or contractual plan or arrangement in
which the merchant or telemarketer provides the consumer 'llith a fonn
\llhich the consumer may use to instruct the merchant or telemarketer not
to ship the offered merchandise, or 'Nhich is regulated by federal
regulation concerning the use of negati\'e option plans by sellers in
commerce, or 'i1lhich otherv/ise provides for the sale of books, records, or
,'ideos. Examples of the latter plan include continuity plans, subscription
arrangements, standing order arrangements, sl:lpplements, and series
arrangements under which the seller periodically ships merchandise to a
consumer \lmO has consented in ad\'ance to receive the merchandise on a
periodic basis;

15.

A merchant or telemarketer V/ho: solicits l)lithout intent to complete or
obtain pro',isional acceptance of a sale during the telephone solicitation;
does not make the major sales presentation during the solicitation but
arranges for the major presentation to be made at a later, face to face
meeting betv/een the sales person and the purchaser; and does not go or
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cause another to collect payment for the purchas@ or deli\rer any item
purchased to the prospective purchaser dir@ctly following the telephone
solicitation;
16.

PillY

telephone

marketing

S@f\qC@

company

which

pro'lid@s

telemarketing sales se£\ric@s under contract to merchants and has been
operating continuously for at least five (5) years under the same business
name and se\renty fi\r@ p@rc@nt

(75~~)

of '.vhose s@£\rices ar@perform@d

for merchants exempted under KRS 367.46951 to 367.46999, if the
company files an annual certification '.'lith the Offic@ of the )&ttOffi@y
G@n@ral on a form prescribed by the AAtom@y G@neral. The c@rtification
1

shall includ@ the company's basis for claiming the exemption and shall
indicat@ the company's agreement to comply 'l/ith the pro'lisions of KRS
367.46951 to 367.46999, ifapplicable;
17.

A

1 J:

telephone call made by a merchant or telemark@t@r locat@d In

Kentucky to a location outside the Common'llealth of Kentucky;

lB.

P& merchant or his employee if the merchant has operated for at least two

(2) years, under the same name as that used in connection vlith its
telemarketing operations, a retail establishment in Kentucky "/here
consum@r goods are displayed and offered for sale on a continuing basis
if a majority of the merchant's business invol1Jl@s the buyers obtaining
s@f\rices or products at the merchant's retail establishment; or
19.

A merchant or telemarket@r or the m@rchant's or t@l@market@r's affiliate
or authorized agent, vmere the merchant or telemarketer is a publicly
traded corporation;

Except for paragraph (d)16. of this subsection, the exemptions pro\rided under this
subsection shall. apply only· to a m@rchant or t@lemarketer or. the m@rchant's or
telemarketer's affiliate or authorized agent engaging in a telephone .solicitation on
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the m@rchant's or t@l@mark@t@r's b@half;]

(3)

"Consumer goods or services" means goods, services, or interests in real property
used by natural persons primarily for personal, family, or household purposes;

(4)

"Consumer loan" means any extension of credit, including credit cards and other
fonns of revolving credit, to a natural person primarily for the purposes of
purchasing consumer goods or services or for paying existing personal, family, or
household debts;

(5)

"Consumer" means a natural person who receives a telephone solicitation;

(6)

"Legal name of the merchant" means the real name of the merchant, as defined in
KRS 365.015(1), or the assumed name of the merchant for which all proper
certificates have been filed pursuant to KRS 365.015;

(7)

"Merchant" means the individual or business entity offering the consumer goods or
services, an investment, business, or employment opportunity, or a consumer loan;

(8)

"Caller" or "sales person" means the individual making the call or operating the
automatic dialing or recorded message device and causing the call to be made;

(9)

"Division" means the Consumer Protection Division of the Office of the Attorney
General;

(10) "Automated calling equipment" means any device or combination of devices used
to select or dial telephone numbers and to deliver recorded messages to those
numbers without the use of a live operator;f-aad:}
(11) "Telemarketer" means any person who under contract with a merchant or in
connection with a telephone solicitation initiates or receives telephone calls to or
from a consumer of goods and services. A telemarketer includes, but is not limited
to, any such person that is an owner, operator, officer, director, or partner to the
management activities of a businessiH
(12) "Publicly-traded corporation" means an issuer or subsidiary of an issuer that has a
class of securities which is:
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(a)

Subject to Section 12 of the Securities Exchange Act of 1934 (15 U.S.C. sec.
781) and which is registered or exempt from registration under paragraph (A),
(B), (C), (E), (F), (G), or (H) of subsection (g)(2) of that section;

(b)

Listed on the New York Stock Exchange, the American Stock Exchange, or
the NASDAQ National Market System; or

(c)

A reported security within the meaning of subparagraph (4) of Regulation
Section 240.11Aa3-1.(a) under the Securities Exchange Act of 1934. A
subsidiary of an issuer that qualifies for exemption under this paragraph shall
not itselfbe exempt unless at least sixty percent (60%) of the voting power of
its shares is owned by the qualifying issueri

(13) "Telemarketing company" means a company whose primary business is to engage in
telephone solicitation; and
(14) "Zero call" list means a list containing the telephone numbers ofti,e individuals
tllat indicate their prefere"ce not to receive telephone solicitations.
Section 2. KRS 367.46955 is amended to read as follows:
It is a prohibited telephone solicitation act or practice and a violation of KRS 367.46951
to 367.46999 for any person making a telephone solicitation[t@l@mark@ting company] to
engage in the following conduct:
(1)

Advertising or representing that registration as a telemarketer equals an
endorsement or approval by any government or governmental agency;

(2)

Requesting a fee in advance to remove derogatory infonnation from or improve a
person's credit history or credit record;

(3)

Requesting or receiving a payment in advance from a person to recover or otherwise
aid in the return of money or any other item lost by the consumer in a prior
telephone solicitation transaction;

(4)

Requesting or receiving payment of any fee or consideration in advance of
obtaining a loan or other extension of credit when the telemarketing company has
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guaranteed or represented a high likelihood of success in obtaining or arranging a
loan or other extension of credit for a person;
(5)

Obtaining or submitting for payment a check, draft, or other fonn of negotiable
paper drawn on a person's checking, savings, or bond or other account without the
consumer's express written authorization, or charging a credit card account or

making electronic transfer offunds except inconformity with KRS 367.46953;
(6)

Procuring the services of any professional delivery, courier, or other pickup service
to obtain immediate receipt or possession of a consumer's payment, unless the
goods are delivered with the opportunity to inspect before any payment is collected;

(7)

Assisting, supporting, or providing substantial assistance to any telemarketer when
the telemarketing company knew or should have known that the telemarketer was
engaged in any act or practice prohibited under this section;

(8)

Making a telephone solicitation to anyone under eighteen (18) years of age. When
making a telephone solicitation the telemarketer shall inquire as to whether the
person is eighteen (18) years of age or older and the answer shall be presumed to be
correct;

(9)

Utilizing any method to block or otherwise circumvent the use of a caller
identification service when placing an unsolicited telephone solicitation call;

(10) Directing or pennitting employees to use a fictitious name or not to use their name
while making a telephone solicitation;
(11) Threatening, intimidating, or using profane or obscene language;
(12) Causing the telephone to ring more than thirty (30) seconds In an intended
telephone solicitation;
(13) Engaging any person repeatedly or continuously with behavior a reasonable person
would deem to be annoying, abusive, or harassing;
(14) Initiating a telephone solicitation call to a person, when that person has stated
previously that he or she does not wish to receive solicitation calls from that seller;
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(15)

f!!J. Making or causing to be made an unsolicited telephone solicitation call if the
residential number for that telephone appears in the current publication of the
zero call["no telephone solicitation calls"] list maintained by the Office of the

Attorney General, Division of Consumer Protection. Any holder of a
residential telephone number may notify the division and be placed on a zero
call["no telephone solicitation calls"] list indicating the wish not to receive

unsolicited telephone solicitation calls by notification to the division. The
telep/lone numbers[nam@s] of persons requesting to be on the zero

ca/~f:!!R9

telephone solicitation calls"] list shall remain on the list until the person

rescinds his or her name from the list.
{bl

The zero call list shall be updated, published, and distributed on a quarterly
basis in electronic and hard copy and may be made available in other formats

at the discretion of the division. After the publication of the list each
quarter[month] each telemarketing company. telemarketer. and merchant

shall be deemed to be on notice not to solicit any person whose telephone
number[nam@] appears on the list[. Th@ di1lision shall charg@ a fee calculat@d
to defray costs of the no telephone solicitation calls program to telemarketing
compani@s fur the prol{ision of the list.· Fands collected shall be deposited into
the di'/ision's tIllst and ag@ncy accoant.] The list shall be made available to

requesters either on a statewide or county by county basis;f-et:}
(16) Making telephone solicitations[Engaging in telemarketing] to a person's residence

at any time other than between 10 a.m. - 9 p.m. local time, at the called person's
locationi,
07) Selling or making available for economic gain any information revealed during a

telephone solicitation without the express written consent ofthe consumer;
(18) Making a telephone solicitation to any residential telephone using an artificial or

prerecorded voice to deliver a message, unless the call is initiated for emergeney
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purposes bv schools regulated bv the Kentucky Department of Education or the
call is made with the prior express consent ofthe called party,· or
(19) Engaging in any unfair, false, misleading, or deceptive practice or act as part ofa
telephonesolicuauon.

Section 3. KRS 367.46971 is amended to read as follows:
(1)

At least ten (10) days prior to doing business in this state, a telemarketing
companv[mefchant] shall file with the division the infonnation described below and

pay

a

filing

fee

of three

hundred

dollars

($300).

A

telemarketing

companv[mefchant] shall be deemed to do business in this state if the
telemarketing companv[mefchant] solicits prospective purchasers from locations in

this state or solicits prospective purchasers who are located in this state. The
infonnation required by this section shall be submitted on a fonn provided by the
Attorney General and shall be verified by a declaration signed by each principal of
the telemarketing companv[m@fchant], under penalty of perjury. The declaration
shall specify the date and location of signing.' Information submitted pursuant to
KRS 367.46951 to 367.46999 shall be clearly identified and appended to the filing.
(2)

Registration of a telemarketing companv[mefchant] shall be valid for one (1) year
from the effective date thereof and may be renewed annually by making the filing
required by this section and paying a filing fee of fifty dollars ($50).

(3)

If, prior to expiration of a telemarketing companv's[mefchant's] annual registration,
there is a material change in the information required by KRS 367.46951 to
367.46999, the telemarketing companv[mefchant] shall, within ten (10) days, file
an addendum updating the information with the division. However, changes in
salespersons soliciting on behalf of a telemarketing companv[mefchant] shall be
updated by filing addenda, if necessary, in quarterly intervals computed from the
effective date of registration. The addendum shall include the required infonnation
for all salespersons currently soliciting or having solicited on behalf of the
ENROLLED

J. 52

telemarketing companv[m@rchant] at any t,ime during the period between the filing

of the registration, or the last addendum, and the current addendum, and shall
include infonnation on salespersons no longer soliciting for the telemarketing
companv[m@fchant] as of the date of the filing of the current addendum.

(4)

Upon receiving the filing and the filing fee pursuant to this section, the division
shall send the telemarketing companv[m@rchant] a written confinnation of receipt
of the filing. If the telemarketing companv[m@rchant] has more than one (1)
business location, the written confinnation shall be sent to the telemarketing
companv's[m@fchant's]

principal

business

location

as

identified

in

~

the

telemarketing companv's[m@fchant's] filing in sufficient numbers so that the
telemarketing companv[m@fchant] can meet the requirements of this subsection.

Within ten (10) days of receipt of the confirmation, the telemarketing
companv[m@fchant] shall post in a conspicuous place at each of the telemarketing
companv's[m@fchant's] business locations within this state a copy of the entire

registration statement which has been filed with the division. Until confinnation of
receipt of filing is received and posted, the telemarketing companv[m@fcham] shall
post in a conspicuous place at each of the telemarketing companv's[m@rchant's]
business locations within this state a copy of the first page of the registration form
sent to the department. The telemarketing company[m@fchant] shall also post in
close proximity to either the confinnation of receipt of filing or the first page of the
submitted registration form the name of the individual in charge of each location
from which the telemarketing company[m@fchant] does business in this state.
Section 4. KRS 367.46981 is amended to read as follows:
(1)

Every telemarketing company[m@fchant] shall maintain a bond issued by a surety
company admitted to do business in this state. The bond shall be in the amount of
fifty thousand dollars ($50,000) in favor of the Attorney General for the benefit of
any person suffering injury or loss by reason of any violation of KRS 367.46951 to
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367.46999 to be paid under the tenns of any order of a court of competent
jurisdiction obtained by the Attorney General, as a result of any violation of KRS
367.46951 to 367.46999. A copy of the bond shall be filed with the division.
(2)

At least ten (10) days prior to the inception of any promotion offering a premium
with an actual market value or advertised value of five hundred dollars ($500) or
more, the telemarketing companv[m@fchant] shall notify the Attorney General in
writing of the details of the promotion, describing the premium and its current
market value, the value at which it is advertised or held out to the customer, the date
the premium shall be awarded, and the conditions under which the award shall be
made. The telemarketing companv[m@fchant] shall maintain an additional bond for
the greater of the current total market value or the advertised value of the premiums
held out or advertised to be available to a purchaser or recipient. A copy of the bond
shall be filed with the division. The bond, or a portion of it necessary to cover the
cost of the award, shall be forfeited if the premium is not awarded to a bona fide
customer within thirty (30) days of the date disclosed as the time of award or the
time otherwise required by law. The proceeds of the bond shall be paid to any
person suffering injury or loss by reason of any violation of KRS 367.46951 to
367.46999 or shall be paid pursuant to the tenns of any order of a court of
competent jurisdiction obtained by the Attorney General, Commonwealth's attorney,
or county attorney as a result of any violation of KRS 367.46951 to 367.46999. The
bond shall be maintained until the telemarketing companv[m@rchant] files with the
Attorney General proof that the premium was awarded.
SECTION 5.

A NEW SECTION OF KRS 367.46951 TO 367.46999 IS

CREATED TO READ AS FOLLOWS:
(1)

Any person may apply to the Office of the Attorney General, Division of
Consumer Protection, to have his or her residential telephone number listed on
the zero call list. The Office of the Attorney General shall provide automated
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telephone dial-in registration and shall collect only the home phone number from
the applicant deemed to be required to administer the zero call list. The Office of
the Attorney General shall promulgate administrative regulations to:
(a)

Provide for automatic telephone number referral from the incumbent local
exchange carrier or the competitive local exchange carrier to the Office of
the Attorney General for the purpose of updating the zero call list to reflect
an applicant's change ofaddress or an applicant's termination oftelephone
service; and

(b)

Develop, modifv, or administer the zero call list in such a way as to permit
interface with any national registry established by the Federal Trade
Commission or the Federal Communications Commission for the purpose
of including in Kentucky's zero call list that part of the national database
tllat relates to ti,e Commonwealth or release to the national registry
applicants on the zero call list that indicate a preference to be listed on a
national registry.

(2)

The Attorney General shall place the residential telephone number provided by
the applicant on the list. The Attorney General may update the information on
the list as provided in subsection

(1)

of this section, but shall not remove the

information unless requested to do so in writing by the applicant, or upon
receiving notice that the given telephone number is no longer held in the name of
the applicant.
(3)

Persons whose telephone numbers appear on the zero call list shall not receive
telephone solicitations except in accordance with the provisions of KRS
367.46951 to 367.46999.

(4)

Any person that applies to the Office ofthe Attorney General to be placed on the
zero call list shall be informed about how to add his or her name or telephone
number to company-specific and industry-wide no solicitation call lists. including
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those lists provided by the Direct Marketing Association (])MA) and the
Telephone Preference Service (TPS).
(5)

Information contained in a database established for the purpose ofadministering
the zero call list shall be used only for the purpose ofimplementing the zero call
program in conformance with KRS 367.46951 to 367.46999.

(6)

The zero cal/list shall be available at no cost to any merchant or telemarketing
company that is required to consult the list. In addition to the formats described
in subsection (15) of Section 2 of this Act, the list shall be made available in a
format for electronic download from the Internet Web page of the Office of the
Attorney General. The Attorney General shall make the electronic list available
in a format that is searchable bv area code and bv local exchange. The electronic
format shall be arranged with the last four digits of the telephone numbers in
ascending order. The electronic list shall also be searchable bv individual number
and shall be downloadable in at least five (5) ofthe most common commercially
available data management program formats. Hard copies of the zero call list
slrall be arranged by area code and local exchange with the last four digits in
ascending order. The Office of the Attorney General shall develop procedures to
assure that:
(a)

The merchant or telemarketing company requesting the list shall maintain
the confidentiality ofthe information on the list,. and

(b)

The merchant or telemarketing company shall use the list only for tire
purpose of preventing telephone solicitation calls to persons whose
telephone numbers appear on the list.

(7)

The Kentuc!cv Public Service Commission shall produce a consumer education
pamphlet tl,at:
(a)

Describes the changes made in the year 2002 to Kentuc!cv's telemarketing
laws including the creation ofthe zero call list.
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(b)

Describes the consumer's rights and responsibilities regarding the receipt of
telephone solicitation.

(c)

Explains how consumers can apply to be placed on the zero call list and on
any federal do not call registry established by the Federal Communications
Commission or the Federal Trade Commission.

(d)

Explains how to apply to be placed on company-specific and industrywide
no solicitation calls list, including those lists provided by the Direct
Marketing Association (DMA) and the Telephone Preference Service (TPS).

(e)

Describes how a consumer can file a complaint if the consumer receives
calls after being placed on the zero caillist.

(S)

At least once a year, ti,e Public Service Commission shall require that the
pamphlet be included in the billing inserts ofthe telephone companies under the
Public Service Commission's jurisdiction.
SECTION 6.

ANEW SECTION OF KRS CHAPTER 367.46951 TO 367.46999

IS CREATED TO READ AS FOLLOWS:

(1)

Any claim or action alleging the making ofa call to a person on the zero call list
in violation of Section 2 of this Act shall be in writing and verified by the
claimant.

(2)

In any action or claim alleging the making ofa call to a person on the zero call
list, it shall be a defense that the defendant obtains the current zero call list in a
timely manner and makes reasonable efforts to avoid calling persons whose
telephone numbers appear on the list.

(3)

It shall be a defense in·any action or proceeding brought under KRS 367.46951
to 367.46999 that the defendant has established and implemented, with due care,
reasonable practices and procedures to prevent telephone solicitations in
violation ofKRS 367.46951 to 367.46999.
Section 7. KRS 367.46967 is amended to read as follows:
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(1)

A violation by a telemarketing company. telemarketer. callerJ. or merchant ofKRS
367.46951 to 367.46999 shall constitute an unfair, false, misleading, or deceptive
act or practice in the conduct of trade or commerce in violation of KRS 367.170.

(2)

All of the remedies, powers, and duties provided for the Attorney General by KRS
367.190 to 367.300 and the penalties provided in KRS 367.990, relating to acts and
practices violating KRS 367.1 70 shall apply with equal force and effect to acts and
practices declared unlawful by KRS 367.46951 to 367.46999.

(3)

Nothing in KRS 367.46951 to 367.46999 shall be construed to limit or restrict the
exercise of powers or the performance of the duties of the Attorney General
authorized under any other provision of law.
Section 8. KRS 367.990 is amended to read as follows:

(1)

Any person who violates the terms of a temporary or permanent injunction issued
under KRS 367.190 shall forfeit and pay to the Commonwealth a civil penalty of
not more than twenty-five thousand dollars ($25,000) per violation. For the
purposes of this section, the Circuit Court issuing an injunction shall retain
jurisdiction, and the cause shall be continued, and in such cases the Attorney
General acting in the name of the Commonwealth may petition for recovery of civil
penalties.

(2)

In any action brought under KRS 367.190, if the court finds that a person is

willfully using or has willfully used a method, act, or practice declared unlawful by
KRS 367.1 70, the Attorney General, upon petition to the court, may recover, on
behalf of the Commonwealth, a civil penalty of not more than two thousand dollars
($2,000) per violation, or where the defendant's conduct is directed at a person aged
sixty (60) or older, a civil penalty of not more than ten thousand dollars ($10,000)
per violation, if the trier of fact determines that the defendant knew or should have
known that the person aged sixty (60) or older is substantially more vulnerable than
other members of the public.
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Any person with actual notice that an investigation has begun or is about to begin
pursuant to KRS 367.240 and 367.250 who intentionally conceals, alters, destroys,
or falsifies documentary material is guilty of a Class A misdemeanor.

(4)

Any person who, in response to a subpoena or demand as provided in KRS 367.240
or 367.250, intentionally falsifies or withholds documents, records, or pertinent
materials that are not privileged shall be subject to a fine as provided in subsection
(3) of this section.

(5)

The Circuit Court of any county in which any plan described in KRS 367.350 is
proposed, operated, or promoted may grant an injunction without bond, upon
complaint filed by the Attorney General to enjoin the further operation thereof, and
the Attorney General may ask for and the court may assess civil penalties against
the defendant in an amount not to exceed the sum of five thousand dollars ($5,000)
which shall be for the benefit of the Commonwealth of Kentucky.

(6)

Any person, business, or corporation who knowingly violates the provisions ofKRS
367.540 shall be guilty of a violation. It shall be considered a separate offense each
time a magazine is mailed into the state; but it shall be considered only one (1)
offense for any quantity of the same issue of a magazine mailed into Kentucky.

(7)

Any solicitor who violates the provisions ofKRS 367.513 or 367.515 shall be guilty
of a Class A misdemeanor.

(8)

In addition to the penalties contained in this section, the Attorney General, upon

petition to the court, may recover, on behalf of the Commonwealth a civil penalty of
not more than the greater of five thousand dollars ($5,000) or two hundred dollars
($200) per day for each and every violation ofKRS 367.175.
(9)

Any person who shall willfully and intentionally violate any provision of KRS
367.976 to 367.985 shall be guilty of a Class B misdemeanor.

(10) (a)

Any person who violates the tenns of a temporary or pennanent injunction
issued under KRS 367.665 shall forfeit and pay to the Commonwealth a
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penalty of not more than five thousand dollars ($5,000) per violation. For the
purposes of this section, the Circuit Court issuing an injunction shall retain
jurisdiction, and the cause shall be continued, and in such cases the Attorney
General acting in the name of the Commonwealth may petition for recovery of
civil penalties;
(b)

The Attorney General may, upon petition to a court having jurisdiction under
KRS 367.190, recover on behalf of the Commonwealth from any person
found to have willfully committed an act declared unlawful by KRS 367.667 a
penalty of not more than two thousand dollars ($2,000) per violation; and

(c)

Any person who knowingly violates any provision ofKRS 367.652, 367.653,
367.656, 367.657, 367.658, 367.666, or 367.668 or who knowingly gives false
or incorrect information to the Attorney General in filing statements or reports
required by KRS 367.650 to 367.670 shall be guilty of a Class D felony.

(11) Any dealer who fails to provide a statement under KRS 367.760 or a notice under
KRS 367.765 shall be liable for a penalty of one hundred dollars ($100) per
violation to be collected in the name of the Commonwealth upon action of the
Attorney General.
(12) Any dealer or manufacturer who falsifies a statement under KRS 367.760 shall be
liable for a penalty not exceeding one thousand dollars ($1,000) to be collected in
the name of the Commonwealth upon action by the Attorney General.
(13) Any person who violates KRS 367.805, 367.809(2), 367.811, 367.813(1), or
367.816 shall be guilty ofa Class C felony.
(14) Either the Attorney General or the appropriate Commonwealth's attorney shall have
authority to prosecute violations ofKRS 367.801 to 367.819.
(15) A violation of KRS 367.474 to 367.478 and KRS 367.482 is a Class C felony.
Either the Attorney General or the appropriate Commonwealth's attorney shall have
authority to prosecute violators ofKRS 367.474 to 367.478 andKRS 367.482.
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(16) Any person who violates KRS 367.310 shall be guilty of a violation.
(17) Any person, partnership, or corporation who violates the provisions of KRS
367.850 shall be guilty of a Class A misdemeanor.
(18) Any dealer in motor vehicles or any other person who fraudulently changes, sets
back, disconnects, fails to connect, or causes to be changed, set back, or
disconnected, the speedometer or odometer of any motor vehicle, to effect the sale
of the motor vehicle shall be guilty of a Class D felony.
(19) Any person who negotiates a contract of membership on behalf of a club without
having previously fulfilled the bonding requirement of KRS 367.403 shall be guilty
of a Class D felony.
(20) Any person or corporation who operates or attempts to operate a health spa in
violation ofKRS 367.905(1) shall be guilty of a Class A misdemeanor.
(21) (a)

Any person who violates KRS 367.832 shall be guilty of a Class C felony; and

(b)

The appropriate Commonwealth's attorney shall have authority to prosecute
felony violations ofKRS 367.832.

(22) (a)

Any person who violates the provisions of KRS 367.855 or 367.857 shall be
guilty of a violation. Either the Attorney General or the appropriate county
health department may prosecute violators ofKRS 367.855 or 367.857.

(b)

The provisions of this subsection shall not apply to any retail establishment if
the wholesaler, distributor, or processor fails to comply with the provisions of
KRS 367.857.

(23) Notwithstanding any otller provision of law, any telemarketing company,
telemarketer, caller, or merchant shall be guiltv of a Class D felony when that
telemarketing company, telemarketer, caller, or merchant three

(3)

times in one

0) calendar year knowingly and willfully violates·subsection (lS)(a) ofSection 2
ofthis Act by making or causing to be made an unsolicited telephone solicitation
call to a telephone number that appears in the current publication of/he zero call
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list maintained by the Office of the Attorney General, Division of Consumer
Protection.
(24) Notwithstanding any other provision of law, any telemarketing companv,
telemarketer, caller, or merchant sl,all be guiltv ofa Class A misdemeanor when
that telemarketing company, telemarketer, caller, or merchant uses a zero call list
identified in subsection (15) ofSection 2 of this Act for anv purpose other than
complving with the provisions ofKRS 367.46951 to 367.46999.
(25) (a)

Notwithstanding anv other provision of law, anv telemarketing companv,
telemarketer, caller, or merchant that violates KRS 367.46951 to 367.46999
shall be assessed a civil penaltv of not more than five thousand dollars
($5,000) for each offense.

(b)

The Attorney General. or anv person authorized to act in his or her behalf,
sl,all initiate enforcement of a civil penaltv imposed under paragraph (a) of
tltis subsection.

(c)

Anv civil penaltv imposed under paragraph (a) of this subsection mav be
compromised bv the Attorner General or his or her designated
representative. In determining the amount of the penaltv or the amount
agreed upon in compromise, the Attornev General, or his or her designated
representative, sltall consider the appropriateness of the penaltv to the
financial resources of the telemarketing company, telemarketer, caller, or
merchant charged. the gravitv of the violation, the number of times the
telemarketing companv, telemarketer, caller, or merchant charged has been
cited, and the good faith ofthe telemarketing company, telemarketer, caller,
or merchant charged in attempting to achieve compliance, after notification
ofthe violation.

(d)

Ifa civil penaltv is imposed under this subsection, a citation shall be issued
which describes the violation which has occurred and states the penaltv for
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the violation. If, within fifteen (15) working days from the receipt of the
citation. the affected party fails to pay the penaltv imposed. the Attorney
General. or any person authorized to act in his or her behalf, shall initiate a
civil action to collect the penaltv. The civil action shall be taken in the court
which has jurisdiction over the location in which the violation occurred.
Section 9. KRS 454.210 is amended to read as follows:
(1)

As used in this section, "person" includes an individual, his executor, administrator,
or other personal representative, or a corporation, partnership, association, or any
other legal or commercial entity, who is a nonresident of this Commonwealth.

(2)

(a)

A court may exercise personal jurisdiction over a person who acts directly or
by an agent, as to a claim arising from the person's:
1.

Transacting any business in this Commonwealth;

2.

Contracting to supply services or goods in this Commonwealth;

3.

Causing tortious injury by an act or omission in this Commonwealth;

4.

Causing tortious injury in this Commonwealth by an act or omission
outside this Commonwealth if he regularly does or solicits business, or
engages in any other persistent course of conduct, or derives substantial
revenue from goods used or consumed or services rendered in this
Commonwealth, provided that the tortious injury occurring in this
Commonwealth arises out of the doing or soliciting of business or a
persistent course of conduct or derivation of substantial revenue within
the Commonwealth;

5.

Causing injury in this Commonwealth to any person by breach of
warranty expressly or impliedly made in the sale of goods outside this
Commonwealth when the seller knew such person would use, consume,
or be affected by, the goods in this Commonwealth, if he also regularly
does or solicits business, or engages in any other persistent course of
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conduct, or derives substantial revenue from goods used or consumed or
services rendered in this Commonwealth;
6.

Having an interest in, using, or possessing real property in this
Commonwealth, providing the claim arises from the interest in, use of,
or possession of the real property, provided, however, that such in
personam jurisdiction shall not be imposed on a nonresident who did not
himself voluntarily institute the relationship, and did not knowingly
perform, or fail to perform, the act or acts upon which jurisdiction is
predicated;

7.

Contracting to insure any person, property, or risk located within this
Commonwealth at the time of contractingiH

8.

Committing sexual intercourse in this state which intercourse causes the
birth of a child when:
a.

The father or mother or both are domiciled in this state;

b.

There is a repeated pattern of intercourse between the father and
mother in this state; or

c.

9.

Said intercourse is a tort or a crime in this state; Q!.

Making a telephone solicitation, as defined in Section 1 of this Act,
into ti,e Commonwealth.

(b)

When jurisdiction over a person is based solely upon this section, only a claim
arising from acts enumerated in this section may be asserted against him.

(3)

(a)

When personal jurisdiction is authorized by this section, service of process
may be made on such person, or any agent of such person, in any county in
this Commonwealth, where he may be found, or on the Secretary of State
who, for this purpose, shall be deemed to be the statutory agent of such
person;

(b)

The clerk of the court in which the action is brought shall issue a summons
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against the defendant named in the complaint. The clerk shall execute the
summons by sending by certified mail two (2) true copies to the Secretary of
State and shall also mail with the summons two (2) attested copies of
plaintiffs complaint. The Secretary of State

sh~ll,

within seven (7) days of

receipt thereof in his office, mail a copy of the summons and complaint to the
defendant at the address given in the complaint. The letter shall be posted by
certified mail, return receipt requested, and shall bear the return address of the
Secretary of State. The clerk shall make the usual return to the court, and in
addition the Secretary of State shall make a return to the court showing that
the acts contemplated by this statute have been performed, and shall attach to
his return the registry receipt, if any. Summons shall be deemed to be served
on the return of the Secretary of State and the action shall proceed as provided
in the Rules of Civil Procedure; and
(c)

The clerk mailing the summons to the Secretary of State shall mail to him, at
the same time, a fee of ten dollars ($10), which shall be taxed as costs in the
action.

(4)

When the exercise of personal jurisdiction is authorized by this section, any action
or suit may be brought in the county wherein the plaintiff resides or where the cause
of action or any part thereof arose.

(5)

A court of this Commonwealth may exercise jurisdiction on any other basis
authorized in the Kentucky Revised Statutes or by the Rules of Civil Procedure,
notwithstanding this section.
Section 10. The Attorney General shall study the implementation and effectiveness

of a zero call list and shall report to the legislative committee with jurisdiction over
telephone solicitation and the Legislative Research Commission by October 15, 2004.
The Attorney General's report may contain recommendations for legislative action in the
next odd-numbered year session of the General Assembly.
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AN ACT relating to crimes and punishments.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 15.113 is amended to read as follows:
(1)

The Financial Integrity Enforcement Division is created in the Department of Law.
The division shall:
(a)

Investigate illegal redemption of food stamp benefits in cooperation with the
United States Department of Agriculture and the Cabinet for Families and
Children;

(b)

Verify eligibility of food stamp program applicants as to past criminal history;

(c)

Investigate the illegal distribution of counterfeit merchandise; and

(d)

Investigate the use of personal identification and financial information by
persons for the purpose of theft, or fraud, or both theft and fraud, and other
illegal or fraudulent activity which may involve electronic commerce.

(2)

The Office of the Attorney General shall coordinate with the Department of
Financial Institutions, the United States Secret Service, the Federal Trade

Commission, the Kentucky Bankers' Association, and any other agency or
organization to prepare and disseminate infonnation to prevent identity theft.
Section 2. KRS 15.231 is amended to read as follows:
The Attorney General shall have concurrent jurisdiction with Commonwealth's attorneys
and county attorneys for the prosecution of offenses under and the enforcement of the
provisions of Sections 3. 5, 6. 8. 9. and 10 ofthis Act[KRS 514.160, 514.170, 411.210,
and 532.034].
Section 3. KRS 411.210 is amended to read as follows:
(1)

In addition to pursuing any other remedy, anyone who is a victim under Section 5,
6, 8, or 9 of this Act[~S 514.160 or 514.170] shall have a cause of action, either
where the victim resides or the defendant resides, for compensatory and punitive
damages against anyone who violates Section 5, 6, 8. or 9 of this Act, and, if
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officer, employee, or agent of a financial information repository with the
intent to deceive the officer, employee, or agent into relying on that
statement or representation for the purpose of releasing financial
information;
(b)

Making a false, fictitious, or fraudulent statement or representation to a
customer ofa financial information repository with the intent to deceive the
customer into releasing financial information or authorizing the release of
such information; or

(c)

Providing any document to an officer. employee. or agent of a financial
information repository. knowing that the document is forged. counterfeit,
lost, or stolen, or that the document was fraudulently obtained, or that the
document contains a

false,

fictitious,

or fraudulent statement or

representation, ifsuch a document is provided with the intent to deceive the
officer, employee. or agent into releasing the financial information.
(2)

Violation ofthis section is a Class D felony. If the person violating this section is
a business that lIas violated this section on more than one (1) occasion, then that
person also violates the Consumer Protection Act, KRS 367.110 to 367.300.

SECTION 6.

A NEW SECTION OF KRS CHAPTER 434 IS CREATED TO

READ AS FOLLOWS:

0)

A person is guilty of trafficking in financial information when he or she
manufactures, sells, transfers, or purchases. or possesses with the intent to
manufacture, sell, transfer, or purchase financial information for the purpose of
committing any crime.

(2)

Trafficking in financial information is a Class C felony. If the person violating
this section is a business that has violated this section on more than one

(1)

occasion, then that person also violates the Consumer Protection Act, KRS
367.110 to 367.300.
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SECTION 7.

A NEW SECTION OF KRS CHAPTER 434 IS CREATED TO

READ AS FOLLOWS:

(1)

No provision of Sections 4 to 7 of this Act shall be construed to prevent any
action by a law enforcement agencY. or any officer. employee. or agent of such
agency. or any action of an agent of the financial information repository when
working in conjunction with a law enforcement ageney.

(2)

Sections 4 to 7 ofthis Act does not apply to:
(a)

Efforts by the financial information repository to test security procedures or
systems of the financial institution repository for maintaining the
confidentiality ofcustomer information;

(b)

Investigations

of alleged financial institution

repository employee

misconduct or negligence; or
(c)

Efforts to recover financial or personal information of the financial
institution obtained or received by another person in any manner described
in Section 5 ofthis Act.

Section 8. KRS 514.160 is amended to read as follows:
(1)

A person is guilty of the theft of the identity of another when[, lllithout the other's
consent,] he or she knowingly possesses or uses any current or former identifying
information of the other person or family member or ancestor ofthe other person,
such as that person's or family member's or ancestor's[one's] name, address.

telephone number. electronic mail address. Social Security number, driver's
license number. birth date, personal identification number or code, and any otller
information which could be used to identify the person. including unique
biometric data,[INhich is kept in documents, photo or electrical copies, computer
storage, or any other fOrm of document retrie¥al and storage, and the theft is
committed] with the intent to represent that he or she is the other person for the
purpose of:
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(a)

Depriving the other person of property;

(b)

Obtaining benefits or property to which he or she would otherwise not he
entitled;

(2)

(c)

Making financial or credit transactions using the other person's identity;

(d)

Avoiding detection; or

(e)

Commercial or political benefit.

Theft of identity is a Class D felony. If the person violating this section is a

business that has violated this section on more than one

(1)

occasion, then that

person also violates the Consumer Protection Act, KRS 367.110 to 367.300.
(3)

This section shall not apply when a person obtains the identity of another to
misrepresent his or her age for the purpose of obtaining alcoholic beverages,
tobacco, or another privilege denied to minors.

(4)

This section does not apply to credit or debit card fraud under KRS 434.550 to
434.730.

(5)

Where the offense consists of theft by obtaining or trafficking in the personal
identity of another person, the venue of the prosecution may be in either the county
where the offense was committed or the county where the other person resides.

(6)

A person found guilty of violating any provisions of this section shall forfeit any
lawful claim to the identifying infonnation, property, or other realized benefit of the
other person as a result of such violation.
Section 9. KRS 514.1 70 is amended to read as follows:

(1)

A person is guilty of trafficking in stolen identities when[ \vithout the other's
consent,] he or she manufactures, sells, transfers,

Q!.

purchases, or possesses with

the intent to manufacture, sell, transfer, Q!. purchase[, or sell] the personal identity
of another person or persons for any purpose listed in subsection

(1)

ofSection 8 of

this Act[KRS 514.160(1)]. The personal identity of an individual includes any g[
the identifying infonnation described in subsection

(1)

ofSection 8 ofthis Ac~fef
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that person, such. as one's name, Social Security number, birth date, personal
identification number or code, V/hich is kept in documents, photo or electrical
copies, computer storage, or any other foHn of document retrieval and storage].
(2)

Possession of five (5) or more separate identities shall be prima facie evidence that
the identities are possessed for the purpose of trafficking.

(3)

Trafficking in stolen identities is a Class C felony. If the person violating this

section is a business that has violated this section on more than one (1) occasion,
then that person also violates the Consumer Protection Act, KRS 367.110 to
367.300.
Section 10. KRS 532.034 is amended to read as follows:
(1)

A person found guilty of violating any provisions of Section 5, 6, 8, or 9 of this

Act[:KRS 514.160 or 514.170] shall, in addition to any other punishment, be ordered
to make restitution for financial loss sustained by a victim as a result of the
violation. Financial loss may include any costs incurred by the victim in correcting
the credit history of the victim or any costs incurred in connection with any civil or
administrative proceeding to satisfy any debt or other obligation of such victim,
including lost wages and attorney's fees.
(2)

A person found guilty of violating any provisions of Section 5, 6, 8, or 9 of this
Act[~S

514.160 or 514.170] shall pay restitution to the person or entity that

suffers the financial loss. In addition to the financial loss detailed in subsection (1)
of this section, the person or entity may include a financial institution, insurance
company, or bonding association that suffers direct financial loss as a result of the
violation.
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AN ACT relating to notaries.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 423.010 is amended to read as follows:
(1)

The Secretary of State may appoint as many notaries public as he or she deems
necessary, who shall hold office for four (4) years. Any resident of the

Commonwealth ofKentucky[p@fson] desiring to be appointed a notary public shall
make written application to the Secretary of State. The application shall be
approved by the Circuit Judge, circuit clerk, county judge/executive, county clerk,
justice of the peace, or a member of the General Assembly of the county of the
residence of the applicant or in the countv in which the applicant's principal place

ofemployment is located. A person who is not a resident ofKentucky but who is
employed in Kentucky may become a notary public by making an application to
the Secretary of State which has been approved by an officer specified in this
section. from the county in which the applicant is principally employed in
Kentucky. No officer shall charge or accept any fee for approving the application. A
notary public shall be eighteen (18) years of age, a resident of the county from
which he or she makes his application or be principally employed in the county

from which he or she makes his or her application, of good moral character, and
capable of discharging the duties imposed upon him or her by this chapter, and the
endorsement of the officer approving the application shall so state. The Secretary of
State, in his or her certificate of appointment to the applicant, shall designate the
limits within which the notary is to act. Before a notary acts, he or she shall take an
oath before any person authorized to administer an oath as set forth in KRS 62.020
that he or she will honestly and diligently discharge the duties of his or her office.
He or she shall in the same court give an obligation with good security for the
proper discharge of the duties of his or her office. Every certificate of a notary
public shall state the date of the expiration of his or her commission., The Secretary
ENROLLED
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of State shall give to each notary appointed a certificate of his appointment under
the seal of the Commonwealth of Kentucky in lieu of a commission heretofore
required to be issued to the notary by the Governor of Kentucky, and receive a fee
often dollars ($10) for the certificate.
(2)

A county clerk shall have the powers of a notary public in the exercise of the
official functions of the office of clerk within his or her county, and the official
actions of the county clerk shall not require the witness or signature of a notary
appointed pursuant to subsection (1) of this section.
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AN ACT relating to manufactured housing.

Be it enacted by the General Assembly ofthe. Commonwealth ofKentucky:
Section 1. KRS 227.550 is amended to read as follows:
As used in this section to KRS 227.660, 227.990, and 227.992, unless the context
requires a different definition:
(1)

"Board" means the Manufactured Home Certification and Licensure Board or the
Recreational Vehicle Certification and Licensure Board.

(2)

"Class A seal" means a device or insignia issued by the office to indicate
compliance with the standards, rules, and regulations established by the office or the
board for recreational vehicles.

(3)

"Class B seal" means a seal issued pursuant to subsection (3) ofKRS 227.600.

(4)

"Dealer" means any person,[ other than a manufacturer, as defined herein,] firm, or
corporation, who sells or offers for sale three (3) or more manufactured homes,
mobile homes, or recreational vehicles in any consecutive twelve (12) month
period. The term "dealer" s/,all not include:

(a)

A manufacturer. as defined in t/'lis section;

(b)

Any bank. trust company. or lending institution that is subject to state or
federal regulation. with regard to the disposition of its own repossessed
manufactured housing.· or

(c)

A licensed real estate agent who acts as a negotiator between an owner and
a prospective purchaser and does not acquire ownership or possession for
resale purposes of three

(3)

or more manufactured homes in any

consecutive twelve (12) month period.
(5)

"Established place of business" means a fixed and permanent place of business in
this state, including an office building and hard surface lot of suitable character and
adequate facilities and qualified personnel, for the purpose of performing the
functional business and duties of a dealer, which shall include the books, records,
GA
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files, and equipment necessary to properly conduct such business, or a building
having sufficient space therein in which the functional duties of a dealer may be
performed. The place of business shall not consist of a residence, tent, temporary
stand, or open lot. It shall display a suitable sign identifying the dealer and his
business.
(6)

"Federal act" means the National Manufactured Housing Construction and Safety
Standards Act of 1974, 42 U.S.C. secs. 5401 et seq., as amended, and rules and
regulations issued thereunder.

(7)

"Manufactured home" means a single-family residential dwelling constructed in
accordance with the federal act, manufactured after June 15, 1976, and designed to
be used as a single-family residential dwelling with or without a permanent
foundation
heating,

whe~

connected to the required utilities, and includes the plumbing,

air conditioning, and electrical systems contained therein. The

manufactured home may also be used as a place of business, profession, or trade by
the owner, the lessee, or the assigns of the owner or lessee and may comprise an
integral unit or condominium structure. Buildings the construction of which is not
preempted by the federal act are subject to building code requirements of KRS
Chapter 198B.
(8)

"Manufactured housing" means manufactured homes, mobile homes, recreational
vehicles, mobile office or commercial units, add-a-rooms, or cabanas.

(9)

"Manufacturer" means any person who manufactures manufactured homes or
recreational vehicles and sells to Kentucky dealers.

(10) "Mobile home" means a structure manufactured prior to June 15, 1976, which was
not required to be constructed in accordance with the federal act, which is
transportable in one (1) or more sections, which, in the traveling mode, is eight (8)
body feet or more in width and forty (40) body feet or more in length, or, when
erected on site, is three hundred twenty (320) or more square feet, and which is built
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on a pennanent chassis and designed to be used as a dwelling, with or without a
pennanent foundation, when connected to the required utilities, and includes the
plumbing, heating, air-conditioning, and electrical systems contained therein. It may
be used as a place of residence, business, profession, or trade by the owner, lessee,
or their assigns and may consist of one (1) or more units that can be attached or
joined together to comprise an integral unit or condominium structure.
(11) "Office" means the office of the state fire marshal.
(12) "Recreational vehicle" means a vehicular type unit primarily designed as temporary
living quarters for recreational, camping, or travel use, which either has its own
motive power or is mounted on or drawn by another vehicle. It shall include
recreational vehicles which are regulated as to length, width, and registration by
KRS Chapter 186. The basic entities are: Travel trailer, camping trailer, truck
camper, motor home, and park vehicle.
(a)

Travel trailer: A vehicular unit, mounted on wheels, designed to provide
temporary living quarters for recreational, camping, or travel use, and of such
size or weight as not to require special highway movement pennits when
drawn by a motorized vehicle, and with a living area of less than two hundred
twenty (220) square feet, excluding built-in equipment (such as wardrobes,
closets, cabinets, kitchen units or fixtures) and bath and toilet rooms.

(b)

Camping trailer: A vehicular portable unit mounted on wheels and constructed
with collapsible partial side walls which fold for towing by another vehicle
and unfold at the camp site to provide temporary living quarters for
recreational, camping, or travel use.

(c)

Truck campers: A portable unit constructed to provide temporary living
quarters for recreational, travel, or camping use, consisting of a roof, floor,
and sides, designed to be loaded onto and unloaded from the bed of a pickup
truck.
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(d)

Park vehicle: A vehicle which:
1.

Is built on a single chassis mounted on wheels;

2.

Is primarily designed as temporary living quarters for seasonal or
destination camping and which may be connected to utilities necessary
for operation of installed fixtures and appliances;

3.

Has a gross trailer area not exceeding four hundred (400) square feet in
the set-up mode;

4.

Has a gross trailer area not less than two hundred forty (240) square feet
and is certified by the manufacturer as complying with ANSI AI19.5,
Park Vehicles.

(e)

Motor home: A vehicular unit designed to provide temporary living quarters
for recreational, camping, or travel use built on or permanently attached to a
self-propelled motor vehicle chassis or on a chassis cab or van which is an
integral part of the completed vehicle.

(13) "Secretary" means the secretary of the Federal Department of Housing and Urban
Development.
(14) "ANSI" means the American National Standards Institute.
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AN ACT relating to credit cards.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
SECTION 1.

A NEW SECTION OF KRS 367.46951 TO 367.46999 IS

CREATED TO READ AS FOLLOWS:

(1)

A telemarketer shall not contact a credit card issuer, in writing or br telephone,
facsimile, computer, or branr otller means, for the purpose of obtaining a
consumer's credit card account number.

(2)

A credit card issuer shall not provide a consumer's credit card account number to
a telemarketer.
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AN ACT relating to administration of trusts and estates.

.Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 386.020 is amended to read as follows:
(1)

Any fiduciary holding funds for loan or investment may invest them in:
(a)

Bonds or other interest-bearing obligations of the federal government;

(b)

Bonds, state warrants and other interest-bearing obligations of this state;

(c)

Obligations issued separately or collectively by or for federal land banks,
federal intennediate credit banks and banks for cooperatives under the Act of
Congress known as the Fann Credit Act of 1971, 85 Stat. 583, 12 U.S.C. Sec.
2001 and amendments thereto;

(d)

Notes and bonds secured by mortgage or trust deed insured by the federal
housing administrator, obligations issued or insured by the federal housing,
administrator, and securities issued by national mortgage associations;

(e)

Obligations representing loans and advances of credit that are eligible for
credit insurance by the federal housing administrator, and the fiduciary may
obtain such insurance;

(f)

Loans secured by real property or leasehold, that the federal housing
administrator insures or makes a commitment to insure, and the fiduciary may
obtain such insurance;

(g)

Real estate mortgage notes, bonds and other interest-bearing or dividendpaying securities, including securities of any open-end or closed-end
management type investment company or investment trust registered under
the Federal Investment Company Act of 1940 or units of common trust funds
managed by the fiduciary, which would be regarded by prudent businessmen
as a safe investment. The fact that the fiduciary is providing services to the
foregoing investment company or trust as investment advisor, custodian,
transfer agent, registrar or otherwise shall not preclude the fiduciary from
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investing in the securities of such investment or trust;
(h)

Real estate, after obtaining the approval of the District Court for such
investment;

(i)

Life insurance, endowment and annuity contracts issued by legal reserve
companies authorized to do business in this state, '!-fter obtaining the approval
of the District Court for such investment. Said fiduciary may select any
optional settlement provided in a policy maturing by death or as an
endowment;

(j)

Notes, other interest-bearing obligations, and purchases of participations in
such instruments, that are guaranteed in whole or in part by the United States
of America or by any agency or instrumentality thereof;

(k)

Certificates of deposit and savings accounts of any state or national bank
whose deposits are insured by the Federal Deposit Insurance Corporation and
whose main office is in this state, including itself, if such fiduciary is a bank.

Any portion of such investments tl,at is not[shall be] insured by the Federal
Deposit Insurance Corporation shall be fully secured by:

1.

An irrevocable letter of credit issued by the United States ofAmerica
or by an ageney or instrumentality thereof;

2.

A pledge ofsecurities named in this subsection as collateral;

3.

A surety bond; or

4.

A combination of such irrevocable letters of credit, securities, and
surety bonds[and the amount of the ilWestments shall not exceed the
limits of insurance of the Federal Deposit Insurance Corporation]; and

(1)

United States government securities or United States government agency
securities, the payment of the principal and interest on which the full faith and
credit of the United States is pledged, said investments being made under the
terms of a repurchase agreement between the fiduciary and any state or
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national bank whose main office is in this state, including itself, if such
fiduciary is a bank.
(2)

Fiduciaries holding funds for loan or investment may make loans with the securities
named in subsection (1) as collateral.

(3)

The fiduciary shall account for all interest or profit received.
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AN ACT relating to Article 9 of the Uniform Commercial Code and declaring an
emergency.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 355.9-109 is amended to read as follows:
(1)

Except as otherwise provided in subsections (3) and (4) of this section, this article
applies to:
(a)

A transaction, regardless of its form, that creates a security interest in personal
property or fixtures by contract;

(b)

An agricultural lien;

(c)

A sale of accounts, chattel paper, payment intangibles, or promissory notes;

(d)

A consignment;

(e)

A security interest arising under KRS 355.2-401, 355.2-505, 355.2-711(3), or
355.2A-508(5), as provided in KRS 355.9-110; and

(f)
(2)

A security interest arising under KRS 355.4-210 or 355.5-118.

The application of this article to a security interest in a secured obligation is not
affected by the fact that the obligation is itself secured by a transaction or interest to
which this article does not apply.

(3)

This article does not apply to the extent that:
(a)

A statute, regulation, or treaty of the United States preempts this article;

(b)

Another statute of this Commonwealth expressly governs the creation,
perfection, priority, or enforcement of a security interest created by this
Commonwealth or a governmental unit of this Commonwealth;

(c)

A statute of another state, a foreign country, or a governmental unit of another
state or a foreign country, other than a statute generally applicable to security
interests, expressly governs creation, perfection, priority, or enforcement of a
security interest created by the state, country, or governmental unit; or

(d)

The rights of a transferee beneficiary or nominated person under a letter of
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credit are independent and superior under KRS 355.5-114.
(4)

This article does not apply to:
(a)

A landlord's lien, other than an agricultural lien;

(b)

A lien, other than an agricultural lien, given by statute or other rule of law for
services or materials, but KRS 355.9-333 applies with respect to priority of
the lien;

(c)

An assignment of a claim for wages, salary, or other compensation of an

employee, or for workers' compensation benefits payable to an individual;
(d)

A sale of accounts, chattel paper, payment intangibles, or promissory notes as
part of a sale of the business out of which they arose;

(e)

An assignment of accounts, chattel paper, payment intangibles, or promissory

notes which is for the purpose of collection only;
(t)

An assignment of a right to payment under a contract to an assignee that is

also obligated to perform under the contract;
(g)

An assignment of a single account, payment intangible, or promissory note to

an assignee in full or partial satisfaction of a preexisting indebtedness;
(h)

A transfer of an interest in or an assignment of a claim under a policy of
insurance, other than an assignment by or to a health-care provider of a healthcare-insurance receivable and any subsequent assignment of the right to
payment, but KRS 355.9-315 and 355.9-322 apply with respect to proceeds
and priorities in proceeds;

(i)

An assignment of a right represented by a judgment, other than a judgment

taken on a right to payment that was collateral;
(j)

A right of recoupment or set-off, but:
1.

KRS 355.9-340 applies with respect to the effectiveness of rights of
recoupment or set-off against deposit accounts; and

2.

KRS 355.9-404 applies with respect to defenses or claims of an account
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debtor;
(k)

The creation or transfer of an interest in or lien on real property, including a
lease or rents thereunder, except to the extent that provision is made for:
1.

Liens on real property in KRS 355.9-203 and 355.9-308;

2.

Fixtures in KRS 355.9-334;

3.

Fixture filings in KRS 355.9-501, 355.9-502, 355.9-512, 355.9-516, and
355.9-519; and

4.

Security agreements covering personal and real property in KRS 355.9604;

(1)

An assignment of a claim arising in tort, other than a commercial tort claim,

but KRS 355.9-315 and 355.9-322 apply with respect to proceeds and
priorities in proceeds;
(m) An assignment of a deposit account in a consumer transaction, but KRS
355.9-315 and 355.9-322 apply with respect to proceeds and priorities in
proceeds;
(n)

A claim or right to receive compensation for injuries or sickness as described
in 26 U.S.C. sec. 104(a)(I) or (2), as amended from time to time;

(0)

A claim or right to receive benefits under a special needs trust as described in
42 U.S.C. sec. 1396p(d)(4), as amended from time to time;f-e4

(P)

A right to receive money under a structured settlement as defined by KRS
454.430; or

rq)

A public-finance transaction or a transfer by a government or governmental
unit.

Section 2.

Whereas Kentucky state and local government issuers of debt are now

subject to the perfection and filing requirements of the revised Article 9 of the Uniform
Commercial Code and on July 1, 2002, will be required to comply with these
requirements with respect to outstanding debt obligations, resulting in an increase in the
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burdens and costs of borrowing for these state and local governmental entities, an
emergency is declared to exist, and this Act takes effect upon its passage and approval by
the Governor or upon its otherwise becoming a law.
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AN ACT relating to contract fonnation.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
SECTION 1.

A NEW SECTION OF KRS CHAPTER 372 IS CREATED TO

READ AS FOLLOWS:

(1)

Any term which is defined in the Uniform Commercial Code, KRS Chapter 355,
shall have that same meaning in this section, unless the context otherwise
requires.

(2)

Any person soliciting business in this Commonwealth who intends to make an
offer for contract formation by sending through themail.as . part of the
solicitation, what appears to be a check or other item payable to the recipient
where the indorsement and subsequent negotiation ofthe item by the recipient is
intended by any party to the item, or agent or assignee thereof, to form an
acceptance of the contract shall make the following disclosure in upper case
twelve

(12)

point bold face type immediately adjacent to the designated place of

indorsement: "BY SIGNING AND DELIVERING THIS DOCUMENT YOU
AGREE TO PAY FOR FUTURE SERVICES ARISING OUT OF THIS
CONTRACT. ".
(3)

A purported offer described in subsection (2) ofthis section that does not contain
the required disclosure, to the extent a subsequent indorsement and negotiation
ofthe item would otherwise constitute an acceptance, shall not be a valid offer for
contract formation in this Commonwealth.

(4)

If a purported offer which meets the requirements in subsection

(2)

relates to a

free membership period, trial period, or some other similar acceptance incentive
that is prescribed by a time limit and which purports to form a contract wit/lout a
cancellation, recission, revocation, or other form of termination by the recipient
prior to the end of such a period, then the offeror shall send notice to the
recipient at least two

(2)

weeks prior to the end of that time period of the
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recipient's purported obligation to cancel. rescind. revoke. or otherwise terminate
the recipient's purported acceptance before a purported contract is formed. The
notice shall be readily apparent on any communication from the offeror and it
shall be in upper case twelve (12) point bold face type and in the following form:
"YOU MUST ACT NOW TO AVOID FUTURE CHARGES." Any time period
described under this subsection that is part of a purported offer described in
subsection

(2)

of tllis section and that is less than two

(2)

weeks shall not be a

valid offer for contract formation in this Commonwealth.
(5)

If a purported offer described in subsection (2) of this section does not contain
the required disclosure. or is not followed by the required notice. then any goods
or services delivered to the recipient pursuant to the purported offer shall not
operate to form a contract by or between the offeror and the recipient. 'Any such
offer or purported contract as a result thereofis void as against the public polier
ofthe Commonwealth.

(6)

An attempt by an offeror. or an agent or assignee t/lereo(, to enforce a purported
contract or to bind a recipient to a purported acceptance arising out of a
purported offer that does not comply with this section shall be a violation of the
Consumer Protection Act. KRS 367.170 to 367.300. Remedies available for a
violation of KRS 367.170 to 367.300 shall be in addition to any remedies
available at common law or under this section.

(7)

The Attorney General. Commonwealth's attorneys. and county attorneys shall
have concurrent jurisdiction to enforce the provisions oft/lis section in a court of
the county where the purported offer was received.

(8)

Any waiver by the recipient of jurisdiction for actions arising out ofa purported
offer under this section shall be void. Any depository bank or holder in due
course of an item which does not meet the requirements ofsubsection (2) ofthis
section or. as the case may be subsection

(4)

of this section. shall.be held
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harmless by the offeror ofthe item, or an agent or assignee thereof.
(9)

Nothing contained in this section shall apply to licensed lenders that are
regulated by the Commonwealth of Kentucky• .or to a bank regulated by the
federal government or any agency thereof.
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Case Law Update:
Consumer Attacks On Lending Institutions
I.

II.

SOME QUOTES THAT REFLECT
RELATIONSHIP WITH LENDERS.

UPON

THE

CONSUMERS'

A.

The only reason a great many American families don't own an
elephant is that they have never been offered an elephant for a dollar
down and easy weekly payments. -Mad Magazine.

B.

If you think nobody cares if you're alive, try missing a couple of car
payments. -Earl Wilson.

C.

The hardest thing is to take less when you can get more. -Kin Hubbard.

D.

It is not what a lawyer tells me I maydo; but what humanity, reason,
and justice tell me I ought to do. -Edmund Burke, Second Speech on
Conciliation, 1775.

"PREDATORY LENDING."
A.

Some Definitions Of "Predatory Lending":
"An unsuitable loan designed to exploit vulnerable and
unsophisticated borrowers." AI Franken, Speech before the National
Press Club (2/28/02).
"High cost loans that [borrowers] can't afford or don't understand."
Sandra Fleishman, Washington Post "Mortgage Bankers To Fight
Predators" (3/13/02) .
"Abusive, unethical, and in some cases illegal, lending practices"
typically involving "consumers who were not previously served by
credit markets, either because they had difficulty in meeting the
underwriting criteria of prime lenders or for other reasons." Remarks
by FRB Governor Edward M. Gramlich at the Housing Bureau for
Seniors Conference, Ann Arbor, Michigan (January 18, 2002).

B.

Subprime Lending: "Appropriate loans made to borrowers with less
than perfect credit."
1.

C.

FDIC estimates that less than 1% of all insured depository institutions
have significant subprime residential mortgage exposure.

Practices Receiving Heightened Scrutiny.
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D.

1.

Financing Excessive Fees Into Loan Principal.

2.

Charging Higher Interest Rates Than A Borrower's Credit Warrants.

3.

Making Loans Without Regard To The Borrower's Ability To Pay.

4.

Prepayment Penalties.

5.

Loans With Loan-To-Value Ratios In Excess Of 1000/0.

6..

Deceptive Home Improvement Practices.

7.

Single Premium Credit Insurance.

8.

Balloon Payments.

9.

Negative Amortization.

10.

Loan "Flipping".

11.

Aggressive And/Or Deceptive Marketing.

12.

Yield Spread Premiums.

FTC Enforcement Actions.
1.

Action Loan Co.: United States of America v. Action Loan Co.. et aI.,
U.S. District Court, Western Di.strict of Kentucky, No. 3:00CV-511-H
(8/24/00).
a.

2.

Action Loan Company, Inc., of Louisville, Kentucky, and its
owner and president, Gus Goldsmith, agreed to pay a
$350,000 civil penalty and up to a total of $37,000 in consumer
redress as part of a joint settlement with the Federal Trade
Commission and the Department of Housing and Urban
Development resolving allegations that they violated various
federal lending and consumer protection laws when making
loans secured by real or personal property to consumers. The
consent decree also contained a number of record keeping
and reporting requirements to assist the FTC in monitoring the
defendants' compliance with the terms of the settlement.

Granite Mortgage, LLC: Federal Trade Comm'n v. Granite Mortgage.
LLC. et aI., U.S. District Court, Eastern District of Kentucky.
a.

FTC enforcement action against Granite Mortgage, LLC, Able
Loan Company, Stonington Properties, and others alleging
pattern and practice of mak,ing high cost loans to consumers
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in violation of various disclosure and substantive requirements
of the Home Ownership and Equity Protection Act of 1994
("HOEPA").
b.

3.

LAP Financial Services, LLC: Federal Trade Comm'n v. LAP Financial
Services, LLC, et aI., U.S. District Court, Western District of Kentucky.
a.

E.

Part of the FTC's "Operation Home Inequity" targeting seven
subprime mortgage lenders in California, Kentucky, New York,
Utah, and Washington.

LAP and Louis Pomerance enter into consent decree agreeing
to pay $250,000 in consumer redress and also consenting to
various elements of injunctive relief, resolving allegations that
they violated various aspects of HOEPA.

HOEPA - The Home Ownership and Equity Protection Act of 1994.
1.

HOEPA amended TILA by adding 15 U.S.C. §1639 to impose
disclosure requirements and substantive limitations on certain
home-secured loans (closed-end installment loans) with rates and
fees above a specified amount.

2.

A loan is covered by HOEPA if (1) the APR exceeds the rate for
treasury- securities with a comparable maturity by more than 10
percentage points, or (2) the points and fees paid by the consumer
exceed the greater of 8 percent of the loan amount or $400 (adjusted
annually based on the consumer price index). HOEPA is implemented
by Section 32 of Regulation Z (12 C.F.R. § 226.32).

3.

HOEPA does not prohibit creditors from making any home-secured
loan, nor does it limit or cap rates that creditors may charge. Instead,
HOEPA layers disclosure and timing requirements onto the
requirements already imposed for consumer credit transactions. It
does include some substantive prohibitions.
a.

Additional Disclosures. Creditors offering HOEPA-covered
- loans must provide abbreviated disclosures to consumers
three days before the loan is closed. The disclosures provide
that consumers are not obligated to complete the closing,
remind borrowers that they could lose their home if they fail to
make payments, and state a few key cost disclosures,
including the APR, the regular payment, and, if the loan has a
variable rate, a ··worst case payment·· if rates increase as high
and quickly as possible under the loan agreement.

b.

Substantive Prohibitions. Creditors making HOEPA-covered
loans are prohibited from including in their loan agreements
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certain provisions or engaging in certain practices, including:
(i) contracting for balloon payments in loans with maturities of
less than five years;
(ii) using payment schedules that result in negative
amortization;
(iii) charging higher default interest rates;
(iv) imposing prepayment penalties in most instances;
(v) the payment in advance from the loan proceeds provided
to the consumer of more than two periodic payments;
(vt) engaging in a pattern or practice of extending credit without
regard to the consumer's repayment ability;
(vii) using loan disbursements to make payment to a contractor
under a home improvement contract otherthan in a dual check
or to a third party escrow agent.
c.

4.

Heightened Rescission Rights. Consumers entering into a
HOEPA-covered loan may rescind the transaction for up to
three years after closing if creditors fail to provide the early
disclosures or if they include a prohibited term in the loan
agreement.

FRS's Regulatory Expansion Of HOEPA.
a.

A national interagency task force was convened by HUD and
Treasury in early 2000, and the FRS held hearings in three
cities in the summer of 2000 to seek possible ways to curb
"predatory" lending using its regulatory authority.

b.

On December 20, 2001, the FRS published a final regulation
amending Regulation Z to impose additional requirements
relating to HOEPA loans.
See 66 Fed. Reg. 65604
(12/20/2001). Compliance is mandatory October 1, 2002.

c.

Reduced HOEPA "triggers"
(i) The HOEPA APR th reshold was lowered by two percentage
points (to Treasury + 8%) for first-lien mortgage loans; and
(ii) The HOEPA "points-and-fees" test was revised to include
the cost of optional credit insurance and similar debt protection
products paid at closing.
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d.

Limits On "Loan Flipping".
(i) Except in limited circumstances, a creditor that has made a
HOEPA loan is generally prohibited for 12 months from
refinancing any 'HOEPA loan.
(ii) Assignees holding or servicing a HOEPA loan are subject
to similar restrictions.

F.

G.

e.

Express prohibitions on wrongfully documenting closed-end
loans as open-end credit to try to avoid HOEPA.

f.

Requires creditors to assemble documentation demonstrating
a consumer's ability to repay by creating a presumption of a
HOEPA violation when such documentation does not exist.

g.

The seller of a HOEPA loan must provide the assignee with a
notice that the loan is a HOEPA loan and that the assignee
shall be subject to all claims and defenses that could be
asserted against the original creditor.

h.

The consumer disclosure terms and standards are revised and
enhanced.

Home Mortgage Disclosure Act.
1.

In January 2002, the Federal Reserve Board promulgated a final rule
substantially revising Regulation C (12 C.F.R. Part 203) (Home
Mortgage Disclosure.

2.

The regulation expands the coverage of reporting nondepository
lenders and revising data collection requirements in order that
regulators have additional data on the home mortgage market
generally and the subprime market in particular.

3.

The amendments take effect for data collection beginning January 1,
2003.

Check Cashing Businesses.
1.

White v. Check Holders. Inc., Ky., 996 S.W.2d 496 (1999).
a.

Companies engaged in deferred deposit transactions could not
rely upon the '''service fee" usury exception for check cashing
companies under KRS 368.100(2).

b.

Check cashing transactions and deferred deposit transactions
were treated differently under 1992 legislation. 1992 Ky. Acts
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Ch.368.
·c.

2.

Cook v. Easy Money of Kentucky, Inc., U.S. District Court, Western
District of Kentucky, No. 3:00CV-476-S.
a.

Plaintiff failed to state claim that check cashing business did
not provide correct TILA disclosures.

b.

Plaintiff did state claim that correct Kentucky state disclosures
under KRS 360.210 et seq. were not provided. Court ruled
that KRS 446.070 created private right of action under the
statute.

c.

3.

Note: both types of transactions were addressed in the 1998
General Assembly. See 1998 Ky. Acts Ch. 601 (amending
KRS Chapter 368).

(i)

KRS 446.070: A "person injured by the violation of any
statute may recover from the offender such damages as
he sustained by reason of the violation, although a
penalty or forfeiture is imposed for such violation."

(ii)

KRS 360.210 was repealed effective July 14, 2000.

Plaintiff also stated a claim under the federal Racketeer
Influenced And Corrupt Organization Act.
(i)

Plaintiff alleged a violation of 18 U.S.C. §1862(a) prohibiting the use of income received through the
collection of an unlawful debt in the establishment,
operation, or expansion of any enterprise engaged in
interstate commerce.

(H)

Plaintiff also alleged a violation of 18 U.S.C. §1862(c)
- prohibiting individuals employed or associated with an
enterprise engaged in interstate commerce from
participating in the conduct of such enterprise's affairs
through the collection of unlawful debts.

Burden v. Check Into Cash Of Kentucky, LLC, 267 F.3d 483
(6th Cir. 2001).
a.

Bankruptcy trustee of four Chapter 13 proceedings brought suit
challenging deferred check deposit transactions under TILA,
RICO and various state laws. Defendant filed motion to
compel arbitration.

b.

Reaffirming requirement that a challenge based upon fraud to
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an arbitration clause must be "a well-founded claim of fraud in
the inducement of the arbitration clause itself, standing apart
from the whole agreement, that would provide grounds for the
revocation of the agreement to arbitration."

4.

c.

Compare Marks v. Bean, 57 S.W.3d 303 (2001) (fraud in the
inducement to a contract generally is sufficient basis for
attacking an arbitration clause contained in the contract).

d.

Remanding to the District Court to address the claims, not
previously addressed, that the arbitration clause. was also
unenforceable on the grounds that the costs of arbitration
would be "prohibitively expensive," that Congress intended to
preclude arbitration of the statutory claims at issue, and that
the agreement constituted an uninformed waiver of jury trial
rights. Court, however, expressed some skepticism as to the
success of such arguments.

Eagle National Bank Consent arder.
a.

In January 2001, Eagle National Bank signed a consent order
with the Comptroller of the Currency directing ENB to cease
all payday lending activities.

b.

Eagle had been engaged in payday lending through
arrangements with Dollar Financial Group. The acc acted
after finding that Eagle had relinquished supervision of the
payday lending program to a single third-party originator of
payday loans and that the program was being conducted on an
unsafe and unsound basis, in violation of a multitude of
standards of safe and sound banking, compliance
requirements, and acc guidance.
According to the acc, "Eagle had effectively turned over the
management of the bank"s main business to a third party, and
then virtually ignored how that business was being
conducted,"" Moreover, "the bank essentially rented out its
national bank charter to a payday lender in order to facilitate
that nonbank entity"s evasion of the requirements of state law
that would otherwise be applicable to it."

H.

Senate Bill 145 in the 2002 General Assembly.
1.

Would have substantially regulated high cost home loans.
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III.

CONSUMER PROTECTION LITIGATION IN KENTUCKY.
A.

B.

C.

Aiding And Abetting Fraud. Wiley v. Adkins, Ky., 48 S.W.3d 20 (2001).
1.

Group of students brought class action for alleged fraud in the
operation of a proprietary business school, Excell College. Class
alleged fraud by business school's operator and also that Huntington
Federal Savings and Loan Association allegedly made federally
insured student loans while knowing that the operator was committing
fraud.

2.

Lender settled the claim on the second day of trial for $323,000.
Exact legal claims asserted against lender were not described in the
Court's opinion.

3.

Holding: business owner was not given proper notice of pending trial
date after his attorneys withdrew, and a new trial was ordered.

Forum Selection Clauses. Mason v. Rome Finance Co., U.S. District Court,
Western District of Kentucky, No. 5:98-CV-40-R (January 1999).
1.

Court refused to enforce a forum selection clause selecting Georgia
and refused to dismiss Plaintiff's complaint alleging violations of the
federal Truth In Lending Act. Lender solicited the transaction and the
parties signed the contract in the Western District of Kentucky.

2.

"The [TILA] claim does not involve the obligations created by the
underlying contract. Rather the [TILA] claim enforces a federal policy
regarding disclosure by invoking a penalty. Regardless of whether
the forum selection clause in this contract is reasonable, this Truth-inLending claim is outside the scope of the forum selection clause."

3.

A Plaintiff can bring any action under the Truth-in-Lending Act in "any
United States district court, or in any other court of competent
jurisdiction.'" Mason (quoting 15 U.S.C. §1640(e)).

Fair Debt Collection Practices. Ray v. Citibank (South Dakota), N.A. and
Citicorp. Credit Services, Inc., 187 F.Supp.2d 719 (W.D.Ky 2000).
1.

Citibank VISA credit card account holder sues Citibank (South
Dakota), N.A. and Citicorp Credit Services, Inc. for violating the
federal Fair Debt Collection Practices Act for their efforts in attempting
to collect the credit card balance. Case also involves the cashing of
a purported "payment in full" check.

2.

Court dismisses FDCPA claim on the grounds that the defendants are
not a "debt collector" within the meaning of the Act.
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"(6) The term Iidebt collector means any person who uses any
instrumentality of interstate commerce or the mails in any
business the principal purpose of which is the collection of any
debts, or who regularly collects or attempts to collect, directly
or indirectly, debts owed or due or asserted to be owed or due
another. Notwithstanding the exclusion provided by clause (F)
of the last sentence of this paragraph, the term includes any
creditor who. in the process of collecting his -own debts, uses
any name other than his own which would indicate that a third
person is collecting or attempting to collect such debts. For the
purpose of section 808(6), such term also includes any person
who uses any instrumentality of interstate commerce or the
mails in any business the principal purpose of which is the
enforcement of security interests. The term does not include -(A) any officer or employee of a creditor while, in the name of
the creditor, collecting debts for such creditor;
(8) any person while acting as a debt collector for another
person, both of whom are related by common ownership or
affiliated by corporate control, if the person acting as a debt
collector does so only for persons to whom it is so related or
affiliated and if the principal business of such person is not the
collection of debts; ...."
3.
D.

Case against actual debt collector settled early in case.

Kentucky Consumer Protection Act (KRS 367.110 et seq.). Arsenault v.
PNC Mortgage Corp. of America, U.S. District Court, Western District of
KentUCky, No. 3:99-CV-014-S, aff'd 2002 WL 509402 (6th Cir. 2002)
(unpublished decision).
1.

Customer brings breach of contract and KCPA claim against lender
for alleged failure to comply with mortgage refinance offer.

2.

Lender's marketing materials were written in such a manner that the
borrower could not reasonably understand that the interest rate in the
marketing material was a definite contract term. Rather, the customer
should have understood that the interest rate would fluctuate daily.
Accordingly, no offer and acceptance so no breach of contract.

3.

There was also no violation of the KCPA because the borrower did
not "purchase or leases goods or services" because no contract ever
existed. Moreover, the lender did not engage in an "unfair" practice
because the lender "was justified in using the interest rate available
on the day it printed the letters to illustrate the savings available under
the refinancing option" and because the lender stated that rates were
subject to change.
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E.

Truth In Lending Act.
1.

2.

Statute Of Limitations; Class Action Tolling. Weston v. Ameribank,
265 F.3d 366 (6th Cir. 2001).
a.

One-year statute of limitations period under TILA was not
tolled by prior class action brought by different borrowers (but
same plaintiff's counsel) alleging that same lender violated
state law by charging inappropriate document preparation fee.

b.

While the statute of limitations for putative class members of
a prior class action may be tolled by the filing of the prior class
action during the class action, the tolling does not apply to
claims that were not raised and could not have been raised in
the prior class action.

c.

Since the court in the prior class action at issue in Weston
case had precluded the plaintiff from amending to bring a TILA
claim, the plaintiff in the second action could not rely on tolling.

Pleading. Inge v. Rock Financial Corp., 281 F.3d613 (6th Cir. 2001).
a.

In a complaint alleging that a finance charge violated TILA,
Plaintiff is not required to allege that the amount of the
variation exceeds the TILA tolerances. Rather, a de minimis
deviation is an affirmative defense.

b.

Plaintiff could survive a motion to dismiss alleging improper
TILA disclosures of a $120 document preparation fee where
she alleged that the fee was "not bona fide and reasonable"
and therefore not properly excludable from the finance charge.

c.

Plaintiff's inadequately pled, however, a claim that the closing
title company's fee was improperly excluded from the finance
charge where the complaint did not "identify the service
provided by the Title Company" which was not excludable.

d.

The dissent would have directed the District Court to dismiss
the case as being untimely removed or not asserting a federal
question at the time of the purported removal.
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IV.

THE FAIR CREDIT REPORTING ACT (15 U.S.C. §1681 et seq.).
A.

The purpose of the Fair Credit Reporting Act CIFCRAII ) is "to require that
consumer reporting agencies adopt reasonable procedures for meeting the
needs of commerce for consumer credit, personnel, insurance, and other
information in a manner which is fair and equitable to the consumer, with
regard to the confidentiality, accuracy, relevancy, and proper utilization of
such information in accordance with the requirements of this chapter." 15
U.S.C. §1681 (b).

B.

What is a "consumer report"?

C.

A major revision of the FCRA was made by the IIConsumer Credit Reporting
Reform Act of 1996."1
1.

Duties of Furnishers When Furnishing Information (§623) (15 U.S.C.
§1681 s-2)
a.

Duty to Provide Accurate Information (§623(a)(1 )).
A furnisher may not provide any information to a consumer
reporting agency (a "CRA") if the furnisher Ilknows ll or
Ilconsciously avoids knowing that the information is
inaccurate. If a furnisher gives consumers an aqdress for
receipt of accuracy disputes, there is a safe harbor from
liability if the furnisher corrects inaccuracies when notified at
that address. In that case, accuracy disputes received
elsewhere, such as at the point of sale or by notation on a
billing statement, would not create IIknowledge for the
furnisher of any inaccuracy.
ll

ll

b.

Duty to Correct and Update Information (§623(a)(2)).
Applies to furnishers that I'regularly and in the ordinary course
of business furnish information.II If the furnisher determines
that information is inaccurate or incomplete, the furnisher must
promptly notify the CRA of that determination, make any
corrections and not continue to report any of the inaccurate
information.

c.

Duty to Provide Notice of Dispute (§623(a)(3)).
Whoen a consumer notifies a furnisher directly that the

lSee Fortney, "Fair Credit Reporting Act: Potential Liability of Furnishers And Users Of
Consumer Reports," Consumer Financial Services Litigation 1999 (1114 PLI/Corp. 361). Much of
the discussion of the FCRA is derived from Ms. Fortney's analysis.
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accuracy or completeness of the information is in dispute, the
furnisher may not provide that information to any CRA without
indicating that the information is disputed.
d.

Duty to Provide Notice of Voluntarily Closed Accounts
(§623(a)(4)) .
Requires furnishers that "regularly and in the ordinary course
of business furnish information to consumer reporting
agencies to give notice when a consumer voluntarily closes a
credit account. Does not apply to accounts closed by a creditor
for consumer's delinquency or other abuse.
ll

e.

Duty to Provide Notice of Delinquency of Accounts
(§623(a)(5)).
Requires furnishers to tell eRA the month and year that an
account becomes delinquent and is: placed for collection;
charged to profit and loss; or other similar action. The date
furnished is the date of the delinquency that immediately
preceded the action taken. Information must be reported within
90 days of the action being taken. The delinquency date is
used to calculate the 7-year reporting period prescribed for
consumer reporting agencies by §605(c).

2.

Duties of Furnishers Upon Notice of Dispute (§623(b) and §611 (a)).
a.

When a consumer notifies a eRA directly that the accuracy or
completeness of the information is in dispute and the CRA
sends a notice of that dispute to the furnisher of the
information under §611 (a)(2), the furnisher must conduct an
investigation regarding the disputed information. The furnisher
must also review all relevant information about the dispute that
the furnisher receives from the CRA and must report the
results of its investigation to the eRA.

b.

If the furnisher's investigation finds that the information is
incomplete or inaccurate, the furnisher must report those
results to all of the nationwide CRAs to which the person
furnished the information. The furnisher must complete the
investigation and report the results before the end of the time
within which the CRA is required to complete its responsibilities
regarding that information. (That is either the 3D-day period
under §611 (a)(1 )(A) or the additional 15-day period in
§611 (a)(1 )(8), whichever is applicable.)

c.

The requirements of §623(b) are not triggered if a consumer
contacts directly the furnisher of information to dispute the
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accuracy or completeness of information in the consumer's file
at a eRA. (In that case, however, the furnisher may have a
duty under §623(a) above to report the dispute when it
furnishes the information to consumer reporting agencies.)
Thus, the duties of the furnisher to investigate under §623(b)
come into play only if the consumer notifies the CRA of the
dispute and the CRA sends a notice under §611 (a)(2) to the
furnisher of the information in dispute.

3.

Sharing of Information Among Affiliates (§603(d)(2)).
Corporate affiliates may share "experience information" without any
disclosures to consumers and may share other information if it is
clearly and conspicuously disclosed to the consumer that this
information may be shared and the consumer is given an opportunity
to direct that it not be shared.

4.

Duties of Users of Consumer Reports (General).
a.

Certification Of Permissible Purpose (§604(f); §607(a)).
Users of consumer reports must certify the purpose or
purposes for which the reports will be used and use them for
no other purpose. The purpose must be one of the permissible
purposes specified in §604.

b.

What Is A "Permissible Purpose"? (§604(a)).
"Under the following circumstances and no other":
(i)

Court order or subpoena;

(ii)

In accordance with the written instructions of the
consumer;

(iii)

To a person which the CRA has reason to believe
intends to use the information:
(1) in connection with a credit transaction involving the
consumer on whom the information is to be furnished
and involving the extension of credit to, or review or
collection of an account of, the consumer;
(2) for employment purposes;
(3) in connection with the underwriting of insurance
involving the consumer;

K-13

(4) in connection with the determination of the
consumer's eligibility for a license or other benefit
granted by a governmental instrumentality required to
consider an applicant's financial responsibility or status;
(5) as a potential investor or services, or current insurer,
in connection with a valuation of, or an assessment of
the credit or prepayment risks associated with, an
existing credit obligation; or
(6) otherwise has a legitimate business need for the
information - (i) in connection with a business
transaction that is initiated by the consumer; or (ii) to
review an account to determine whether the consumer
continues to meet the terms of the account.

c.

d.

(iv)

In certain child support contexts.

(v)

For certain employment purposes.

Special additional restrictions on permissible purposes.
(i)

For credit or insurance transactions not initiated by the
consumer.

(ii)

When medical information is involved.

Duncan v. Handmaker, 149 F.3d 424 (6th Cir. 1998).
(i)

It is not a permissible purpose under the FCRA for a
defendant's law firm to obtain a consumer report
against the plaintiff for use in litigation between the
defendant and the plaintiff.

(ii)

Court rejected law firm's argument that the use fell
within the authority of 15 U.S.C. §1681 b(a)(3)(E): "a
legitimate business need for the information in
connection with a business transaction involving the
consumer."

(iii)

Since the transaction at issue in Duncan, the exception
was narrowed to read currently: "has a legitimate
business need for the information (i) in connection with
a business transaction that is initiated by the consumer;
or (ii) to review an account to determine whether the
consumer continues to meet the terms of the account."

(iv)

Court favorably viewed other decisions authorizing
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obtaining a credit report under the exception in
connection with collecting a debt owed by the
consumer. See Allen v. Kirkland & Ellis,. 1992 WL
206285 (N.D. III. 1992).
(v)

5.

Genuine issues of material fact existed as to whether
the consumer report was obtained contrary to the FCRA
"knowingly and willfully".

Adverse Action Notices.
a.

Any person taking adverse action based in whole or in part on
information from a consumer report must give an adverse
action notice.

b.

Definition of Adverse Action (§603(k)) .

c.

(i)

In a credit transaction, Iladverse action l' has the same
meaning as under the Equal Credit Opportunity Act (15
U.S.C. §1691 (d)(6)).

(ii)

Adverse action also means action taken or
determination made, which is adverse to the interests of
the consumer, in connection with an application made
by or a transaction initiated by any consumer, the
review of an account to determine whether the
consumer continues to meet the terms of the account.

Form and Content of Adverse Action Notices (§615(a)).
(i)

Adverse action notice may be oral, written or electronic.

(i)

Notice must include:
(1) the name, address and telephone number of the
CRA making the report;
(2) the toll-free telephone number established by the
agency (if the agency operates on a nationwide basis);
(3) an explanation that the agency did not take the
adverse action and cannot give the reasons for it; and
(4) a statement of the consumerls right to obtain a free
copy of the report within 60 days and the right to
dispute the accuracy or completeness of the information
contained in the report.
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6.

Reports for Employment Purposes (§604(b)).
a.

Advance Written Notice and Authorization.
(i)

Employers must give written disclosure to the consumer
(in Iia document that consists solely of the disclosure
that the employer is planning to obtain the report.
ll

)

(ii)

Consumer must authorize in writing that the report be
obtained.

b.

Before taking adverse action for employment purposes, the
employer must give the consumer a copy of the report and the
FTC Summary of Consumer Rights.

c.

Adverse Action Notice After Taking Adverse Action

d.

(i)

Before taking adverse action, employers must also give
the §615(a) notice described above when taking
adverse action based in whole or in part on information
contained in the report.

(ii)

IIAdverse action" in an employment context means
IIdenial of employment or any other decision for
employment purposes that adversely affects any
current or prospective employee. II Prior to the
amendments, this notice had to be given only when a
job application was denied.

The "Vail" Letter.
In April 1999, a FTC Staff Opinion letter to a Washington state
attorney (Judi Vail) took the position that third-party
investigators hired to perform sexual harassment investigations
in the workplace are Ilconsumer reporting agencies" under the
FCRA and that any reports prepared by such investigators are
Ilmost likely investigative consumer reports," as defined by the
FCRA.

7.

Prescreening (Sections 604(c), 604(e)).
a.

Permissible Prescreening and Post-Screening Measures.
(i)

CRAs may use their consumer reporting files to create
and sell lists of consumers meeting certain client
specifications. These lists may be used for purposes of
soliciting consumers for Ilfirm il offers of credit or
insurance.
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(ii)

b.

c.

Creditors may perform certain ··post-screening" to verify
the accuracy of the prescreening and to determine if the
prescreened consumers continue to meet
pre-established criteria. The CRA must comply,
however, with the consumer opt-out requirements of
§604(e) and the consumer must not have opted out.

A prescreened list may include only the following:
(i)

A consumer·s name and address;

(ii)

An identifier which is not unique to the consumer (not
the consumer·s social-security number); and

(iii)

Other information that does not identify the relationship
or experience of the consumer to a creditor.

Disclosures in Solicitations Based on Prescreening (§615(d)).
Written solicitations for firm offers of credit or insurance based
upon prescreened lists must include specified information in a
··clear and conspicuous·· statement.

D.

Civil Liability (§616; §617) (15 U.S.C. §1681n; §16810).
1.

A consumer may sue a furnisher, a user or a eRA for violations of
the FCRA.

2.

Civil Liability for Willful Noncompliance (§616) (15 U.S.C. §1681n).
a.

In General (§616(a)).
(i)

A person who willfully' fails to comply with FCRA
requirements with respect to any consumer may be
liable to that consumer for actual damages resulting
from the failure or damages in the amount of not less
than $100 and not more than $1,000.

(ii)

Punitive damages may also be awarded

. (iii)
(iv)
b.

A successful plaintiff will also recover reasonable
attorneys· fees and costs.
There is no maximum award for class actions.

Limitations on Furnisher·s Liability (Sections 623(c)).
(i)

There is no private right of action for violations of
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furnisher's duties under §623(a). This limitation does
not apply to actions under §623(b).
(ii)

c.

d.

Liability for Obtaining a Consumer Report Under False
Pretenses or Knowingly without a Permissible Purpose
(§616(a)(1 )(8) and §616(b)).
(i)

Any person who obtains a consumer report under false
pretenses or knowingly without a permissible purpose
may be liable to the consumer involved and to the CRA
for actual damages or $1,000, whichever is greater.

(ii)

The consumer may also recover punitive damages, as
well as attorneys' fees and court costs.

Attorneys' Fees for Bad Faith Filing of a Lawsuit (§616(c)).
(i)

3.

As a result, if a creditor who receives notice from a CRA
that a consumer disputes the accuracy of information
furnished by the creditor then refuses to reinvestigate
as required under §623(b), the creditor may be liable to
the consumer under §616.

The bad faith filing of a lawsuit claiming willful
noncompliance may result in an award of attorneys'
fees and costs to the prevailing p~rty.

Civil Liabilityfor Negligent Noncompliance (§617) (15 U.S.C. §1681 n).
a.

b.

In General.
(i)

Negligent failure to comply with FCRA requirements
with respect to any consumer may result in liability to
that consumer for actual damages, as well as
reasonable attorneys' fees and costs.

(ii)

In contrast to liability based on willful violations, neither
statutory penalties nor punitive damages may be
awarded for negligent violations.

(iii)

Like willful violations, however, there is no maximum
award for class actions.

Limitations on Furnisher's Liability.
(i)

The distinction between there being no private right of
action for violations of furnisher's duties under §623(a)
but a private right existing for actions under §623(b)
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applies to negligent actions by a furnisher.
(ii)

c.

Attorneys Fees for Bad Faith Filing of a Lawsuit (§617(b)) .
(i)

4.

v.

Thus, if a creditor is negligent in failing to reinvestigate
information furnished to a CRA when notified of a
dispute and thus violates §623(b), the creditor may be
liable to the consumer under §617.

The bad faith filing of a lawsuit claiming negligent
noncompliance may result in an award of the prevailing
parties'attorneys' fees and costs.

Jurisdiction of Courts; Limitation of Actions (§618).
a.

Jurisdiction. An action to enforce any liability created under
the FCRA may be brought in any appropriate United States
district court, without regard to the amount in controversy, or in
any other court of competent jurisdiction.

b.

Statute of Limitations.
(i)

Generally, the action must be brought within two years
from the date on which the liability arises.

(ii)

If, however, the defendant "materially and willfully
misrepresents any information" which the Act requires
to be disclosed, and if that infor.mation is material to
establishing the defendant's liability, the two-year time
limit begins to run when the misrepresentation is
discovered.

(iii)

In TRW, Inc. v. Andrews, 534 U.S. 19, (2001), the
Supreme Court held that there is no discovery rule
generally under the FeRA. When a plaintiff asserts a
"willful" violation, the cause of action accrues when the
violation occurs.

CREDIT LIFE, HEALTH & DISABILITY INSURANCE.
1.

Butler v. Sterling, Inc., 21 0 F~3d 371 (6th Cir. 2000) (unpublished opinion)
a.

Purchaser of jewelry attempted to bring class action claiming she was
mislead into purchasing credit life, disability, property and
unemployment coverage as part of her store credit card "payment
protection plan."
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2.

b.

Court rejected claim under Ohio's consumer protection statute on the
ground that she was not injured as a result of the alleged deceptive
sales practices when she failed to object to the charge for months
after noticing that her monthly statement included a charge for the
credit-related insurance.

c.

Court affirmed trial court's refusal to certify a class for claims under
TILA where damages were the principal relief sought and the amount
of damages varied among the customers.

d.

Term "actual damages" which may be recovered under TILA might
include "consequential damages emotional distress and/or
humiliation" but "an aggrieved borrower would need to demonstrate
at a minimum, considerable embarrassment or humiliation." Since
Borrower's "loss of trust" in the seller was insufficient even under such
a test, no need to reach issue.

Mortonv. Bank of the Bluegrass & Trust Co., Ky.App., 18 S.W.3d 353
(1999).
a.

In 1986, Borrowers (husband and wife) purchased credit life
insurance at time they borrowed funds from bank pursuant to one
year note. Husband was the insured under the policy. Each year as
the loan became due, a new note would be executed and new credit
life insurance purchased under a group credit life insurance policy
issued by the bank. When the note became due in November, 1993,
husband had been previously diagnosed with cancer in spring 1993.
When the bank refused to issue credit life to the husband based upon
him having a preexisting condition, wife was listed as named insured.
Husband dies in June 1994, and no death benefits are paid. Wife
sues.

b.

Court's holding: Both Subtitle 16 (group life insurance) and Subtitle
19 (credit life and credit health insurance) apply to the transaction.
Subtitle 19 generally permits an insurer issuing group life insurance
to debtors to underwrite risks on an individual basis if the insurer
reserves that right by setting forth the conditions in the policy.
However, Subtitle 16 at KRS 304.16-150 provides that "there shall be
a provision setting forth the conditions, if any, under which the insurer
reserves the right to require a person eligible for insurance to furnish
evidence of insurability satisfactory to the insurer as a condition to
part of all of his coverage."

c.

Relying on the specific provision of KRS 304.16-150, the Court held
that the husband could not be denied coverage for medical reasons
when "neither the application for insurance ... nor the group credit life
insurance policy itself contained a provision specifying that insurance
could be denied for medical reasons." Accordingly, the Court affirmed
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reforming the insurance policy to provide coverage.

VI.

d.

Court reverses dismissal of fraudulent misrepresentation claim on the
grounds that genuine issues of material fact existed as to wife's claim
that bank officers misrepresented facts about the insurance coverage.

e.

Court also reverses dismissal of breach of fiduciary duty claim. The
Court of Appeals held that "the bank's loan office, who was also an
employee of Jett Insurance, had a fiduciary duty to disclose 'material
facts affecting the loan transaction' such as eligibility for credit life
insurance" to the borrowers. Genuine issues of fact existed.

f.

Court also reverses dismissal of claim under the Kentucky Consumer
Protection Act for committing false, misleading or deceptive acts in
representing to the borrowers that the husband was not eligible for
·coverage.

g.

Court affirms trial court's refusal to impose sanctions for alleged
spoilation of evidence based upon destruction of documents during
discovery.

h.

Court reverses trial court's denial of borrower's request to take the
deposition of the bank's in-house counsel under the "contemplating
the committing of a crime or the perpetration of a fraud" exceptions to
the attorney-client privilege. Court authorized taking discovery as to
"their knowledge of any underwriting rule,· their knowledge of any plan
by the insurer to perpetrate a fraud, "and any other similar and
relevant matter not subject to the attorney-client privilege."

i.

Court affirmed awarding 80/0 prejudgment interest instead of
borrower's request of a 12% rate. Borrower could not cite to a
governing statute authorizing a higher rate than the legal rate under
KRS 360.010.

MAJOR TRENDS AND ISSUES IN OTHER JURISDICTIONS.
See Appendix.
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NEW THIS MONTH:

*

Ninth Circuit disallows offset against Social Security direct deposits.

*

Iowa ATM fee ban overturned.

*

<, 15)
Cert petition filed in IOLTA case. <, 33)

*

Comptroller preempts Massachusetts insurance laws.

*

Seventh Circuit reverses class certification.

*

Eighth Circuit rejects Culpepper yield spread premium analysis.

*

NY Court of Appeals allows transfer of claims.

<,

<, 16)

<, 30)

1)

<, 14)

<, 35)

2002 American Bankers Association. Not-for-profit reproduction is authorized without
prior permission provided that the source is credited.
New cases and cases in which there have been significant developments since the last
monthly report are marked *.
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ANTITRUST
*

1.
In Re: Visa Check/Master Money Antitrust Litigation (2d Cir. No. 00-7699).
Wal-Mart, other large retailers and several trade associations of the retail industry filed suit
claiming (among other things) that Visa and Mastercard rules requiring all merchants who accept
Visa and Mastercard credit cards to accept also the debit cards of those two associations
constituted an illegal tie-in in violation of the antitrust laws. The plaintiffs sought to have the suit
certified as a class action on behalf of about three million merchants who accept the cards. The
District court certified the class and the defendants appealed. On August 24, 2000, ABA and
three cosponsors filed an amici curiae brief supporting Visa and Mastercard. The brief argues
that the court misread Supreme Court precedent that does not allow a trial court to make
preliminary determinations as to the merits of a case before deciding whether to certify it as a
class action. Here, the lower court relied only upon the affidavit of a plaintiff witness that the
class would be manageable and disregarded the opposing affidavit of a defense witness.
Choosing between the testimony of the two witnesses, the brief contends, would not constitute a
preliminary determination of the merits, but rather was necessary to determine the threshold
question of the class's manageability. On October 17, 2001, the Second Circuit affrrmed. The
court held that at this stage the district court should not engage in a "battle of the experts" and
that the class allegations should be taken to be true for purposes of the certification issue unless
the defendant can show that the expert testimony is "fatally flawed" and would not be admissible
as a matter of law. Visa and Mastercard filed a petition for rehearing en banc which was denied
on December 4, 2001. On March 7, 2002, without mentioning the Second Circuit's opinion in
this case, the Seventh Circuit took a diametrically opposed view, criticizing the district court's
certification as "a delegation of judicial power to the plaintiffs who can obtain class certification
just by hiring a competent expert." West v. Prudential Securities, 2002 WL 378158.
2.
United States v. Visa, U.S.A. (S.D.N.Y. No. 98-CIV-7076). On October 7,
1998, Justice Department filed antitrust suit against'Visa and Mastercard challenging the "rules"
of both networks prohibiting their respective member banks from offering credit cards that
compete with those two. The rules allegedly have the effect of eliminating real competition
between Visa and Mastercard and hampering competition or potential competition from other
networks. On October 9, 2001, court held that "duality" rules, by which thousands of banks can
and do issue both Visa and Master Card, are not anticompetitive, but the prohibition against Visa
and/or Master Card member banks also issuing American Express and/or Discover cards is an
antitrust violation. Ina final order issued in late November, 2001, the court made some modest
changes without affecting the bottom line. The district court has issued a stay of its order pending
appeal.

ARBITRATION
3.
Betts v. Advance America (M.D. Fla. No. 6:99-593~CIV-ORL-99C). Putative
class action suit was filed against pay day lender claiming violation of usury laws. On April 27,
2000, plaintiff filed "Motion for Protective Order" directed at the lender's practice, since March,
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3
1999, of requiring customers to agree to mandatory binding arbitration of any disputes arising
between the parties to the pay day loan arrangement. Plaintiff (who was herself never a party to
any mandatory arbitration agreement with the lender) alleges that the arbitration clauses at issue
would unlawfully diminish the size of the class she seeks to represent in that it infringes upon the
court's duty to protect the interests of potential class members and interferes with the court's
authority to effectuate the policies of the federal class action rule.
4.
Cruz v. Pacificare Health Systems (Cal. App. 1, No. A093002). On August 28,
2001, court affirmed refusal of trial judge to compel arbitration despite the presence of
mandatory arbitration clause in contract between HMO and plaintiff's employer. The court held
that claims asserted, in a class action lawsuit, under the unfair competition, false advertising, and
Consumer Legal Remedies provisions of California law, insofar as those claims seek to vindicate
"public" rights by means of injunction or "equitable money relief' are not arbitrable. The
California Supreme Court has granted review; California Bankers Association is appearing as
amicus curiae supporting enforcement of the arbitration clause.
5.
Marks v. Bean (Ky. App. No. 2000-CA-QOO932). Real estate contract between
two individuals contained mandatory arbitration clause. Buyer, nevertheless, filed suit in court
against the Seller for fraudulently inducing buyer to enter into the contract by misrepresenting
apparent defects in the home. Trial court denied a motion to compel arbitration and the Seller
appealed. On July 20, 2001, appeals court affirmed. While "fraud" constitutes grounds for
revocation of a contract in all jurisdictions, most authorities (including the U.S. Supreme Court
construing language identical to Kentucky's Arbitration Act) conclude that the fraud in question
must be in connection with the arbitration clause itself, rather than the underlying transaction,
before it can be asserted to avoid enforceability of the arbitration clause. The court in this case,
however, adopted the minority view. If there is fraud in the inducement, it will avoid the
arbitration clause even if the alleged fraud has nothing to do with that clause. On a related issue,
also arising from Kentucky, the Sixth Circuit has held that it is the arbitrator, not a court in the
first instance, who decides whether a contract is void ab initio, even though the contract that
might be legally nonexistent is the only source of the arbitrator's authority. Burden v. Check into
Cash of Kentucky, Inc. (6th Cir. No. 00-5807, Oct. 1,2001). The court's holding is arguably in
conflict with a Ninth Circuit decision on the same point, Three Valleys Municipal Water District
v. E. F. Hutton, 925 F. 2d 1136 (9th Cir. 1991). A petition for writ of certiorari was filed
January 2, 2002 (No. 01-1078).
6.
Discover Bank v. Shea (N.J. App. Div. No. A-1582-01Tl). On October 26,
2001, Monmouth County Superior Court refused to enforce a mandatory arbitration clause in a
credit card agreement where that clause was added to the original agreement by means of a bill
stoffer pursuant to a n change in terms" clause in the original agreement and where the customer
testified, predictably, that he had paid no attention to the bill stuffer, that he was therefore
unaware of the change, and that, of course, had he been aware of it he never would have
consented to give up his rights to judicial relief and to represent a class. Discover Bank has
appealed. ABA, New Jersey Bankers Association and four other cosponsors sought leave to
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appear as amici curiae on January 9, 2002 in support of Discover Bank. A related case involving
the same customer is pending before California's Fourth Appellate District Court on an appeal by
the lender of the trial court's denial of a motion to compel arbitration. ABA and American
Financial Services Association filed a supporting amici brief in that case as well on December 20,
2001. <Household Bank v. Shea, Cal. App. 4th, Civil No. 0029531). Meanwhile, the Third
Circuit (whose jurisdiction includes New Jersey) has held that adding an arbitration clause to a
consumer contract by means of a statement stuffer and pursuant to a "change in tenns" clause in
the original contract is enforceable. The court went on to hold that an arbitration clause was
valid and enforceable even though it prevented a plaintiff from pursuing a usury claim on a class
action basis. (Cappalli v. National Bank of the Great Lakes, No. 00-2741)

*
7.
Bazzle v. Green Tree/Lackey v. Green Tree (S.C. S. Ct. No.00-CP-18-443). In
Bazzle, a state trial court certified a class action and then referred the underlying litigation to
arbitration in accordance with a standard mandatory arbitration clause in Green Tree contracts.
In Lackey, an arbitrator himself certified a class action and proceeded to award. Green Tree
appealed both decisions and the South Carolina Supreme Court consolidated the two cases. In
late June, 2001, ABA, South Carolina Bankers Association and other cosponsors fIled amici brief
contending that class action treatment of a claim was inconsistent with the whole point of
arbitration, and that such a device could not be lawfully used in arbitration in the absence of
specific contractual language to that effect. Oral argument March 14, 2002.
8.
Eastman v. Conseco Finance Servicing Corp. (Wise. App. Dist ill, Case No. 011743-LV). Consumer who executed lending agreement containing a mandatory arbitration clause
nevertheless sued lender for assorted alleged violations of Wisconsin Consumer Act. Lender
moved to compel arbitration and trial court denied the motion, holding that Consumer Act claims
were not arbitrable, and that the Federal Arbitration Act did not compel a different result.
Moreover, the particular clause in question was u~conscionably one-sided in that it reserved to
the lender the right to seek judicial foreclosure and related remedies while binding the consumer
to arbitration only. Lender has appealed to intermediate appellate court and simultaneously filed
a motion in the Wisconsin Supreme Court to take the case, bypassing the Court of Appeals.
CONSUMER PROTECTION
9.
Rossman v. Fleet Bank (3d Cir. -No. 01-1094). Bank solicited applications for "no
annual fee" credit cards while reserving boilerplate contractual right to alter tenns and conditions
of the credit card account upon proper notice to the consumer. Plaintiff opened such an account.
When the bank, seven months later, notified plaintiff that the tenns and conditions of the
contract would change so as to impose an annual fee, she filed suit claiming that the statement
"no annual fee" in the Schumer Box was inaccurate under the circumstances in violation of the
Truth in Lending Act and Regulation Z. The district court dismissed the complaint, holding that
the Schumer Box disclosure was accurate when made and subsequent events do not make it
inaccurate retroactively. On February 8, 2002, Third Circuit reversed. While "no annual fee"
does not necessarily mean "no annual fee ever," it also does not, standing alone, mean "no
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annual fee until we decide to impose one, which we might do tomorrow." The court "resolved"
the ambiguity in the phrase by concluding that "no annual fee" meant no such fee for a year.
Consequently, an effort to impose such a fee less than one year later did make the original
disclosure inaccurate. A Petition for Rehearing en banc was filed on February 22.
Monogram Credit Card Bank v. Heaton (5th Cir. No. 01-30104). Under Section
10.
27 of Federal Deposit Insurance Act, a "state bank" can charge interest (and things like late fees)
at rates authorized by law ()f state where the bank is located. Among other things, a state bank is
defined as one engaged in·the business of receiving deposits. Louisiana resident challenged a late
fee that was legal in Georgia (where the bank was located) but allegedly not legal in Louisiana.
She contended that Monogram was not a "state bank" in that its .only deposits were a few decadeold contributions from out-of-state affiliates of Monogram and that did not constitute being
engaged in the business of receiving deposits. The Eastern District of Louisiana agreed (Civil
Action No. 98-1823, Nov. 23, 1999) and the lender appealed. On March 29, American
Financial Services Association, ABA, and Consumer Bankers Association ·filed supporting amici
brief arguing that FDIC had necessarily determined, a dozen years ago, that Monogram was
engaged in the business of receiving deposits as a predicate to its having granted deposit
insurance to the bank. Only FDIC can change that determination, which is conclusive, and it is
not subject to collateral attack by private party litigation. On November 2, 2000, Fifth Circuit
held that the district court order was unreviewable as a "remand" to the state courts for lack of
federal jurisdiction (231 F.3d 994). A petition for rehearing and rehearing en banc was denied on
January 5, 2001, and on the same day the Eastern District of Louisiana again determined that it
did not have jurisdiction over the case and remanded it to the ~ivil District Court for the Parish
of Orleans. A petition for writ of certiorari was filed March 29, 2001 and the FDIC filed an
appeal of the District Court order in the Fifth Circuit. American Financial Services Association,
ABA and the Consumer Bankers Association filed supporting amici briefs in both the Supreme
Court and the Fifth Circuit in May, 2001. Oral argument in the Fifth Circuit held December 3,
2001. Supreme Court denied cert. on June 19, 2001 (No. 00-1505). Meanwhile, a state trial
judge denied Monogram's motion for summary judgment, concluding that the question of
whether Monogram was engaged in the business of receiving deposits was one for the jury. An
attempt to secure interlocutory review of that decision by the Louisiana Supreme Court was
denied on July 31, 2001 (No. 2oo1-CC-2208). On October 30, 2001, FDIC published a formal
rule defining what constitutes being engaged in the business of receiving deposits, replacing an
earlier General Counsel's Opinion from the agency to the same effect. According to the agency,
a formal rule is entitled to more deference from the courts than a General Counsel's Opinion.
11.
Wells Fargo Bank v. James. (5th Cir. No. 01-51298). Texas statute, effective
September 1, 2001, prohibits imposition of service charge. upon noncustomers who cash checks
drawn on the bank at which the check is cashed. Five banks filed suit challenging the validity of
the statute. On December 3, 2001, court granted summary judgment to the banks, holding that
the Texas statute was preempted as to national banks by the National Bank Act's incidental
powers clause and the Comptroller's interpretations thereof. That being the case, the statute
could not be enforced against state-chartered or out-of-state headquartered banks either because
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of the "wild card" provision of the state Constitution (W.D. Tex. Civil No. A-oI-CA-538 IN).
Notice of appeal filed December 20.
12.
Deusner v. Firstar Corp. (6th Cir. No. 01-6068) The plaintiff leased a motor
vehicle and thereafter was once late by more than 10 days in making his required monthly
payment. In accordance with the terms of the lease he was charged a $20 late fee. He filed a
class action lawsuit against the defendants contending that the late fee was "unreasonable" in
violation of the Consumer Leasing Act (15 U.S.C. § 1667b(b». On July 26, 2001, court
dismissed the complaint. By its terms, § 1667b(b) only requires that "delinquency, default or
early termination" charges be reasonable. "Late fees" must be something different from those
terms because § 1667a(11) of the same statute requires disclosures of penalties for "delinquency,
default, late payment or early termination." The words "late payment" are conspicuously absent
from § 1667b(b). The outcome of the case was not altered by virtue of the fact that the Federal
Reserve's Regulation M, implementing the Act, deals with the necessary disclosures of "any
penalty or other charge for delinquency, default, or late payments, which must be reasonable. "
No deference is due where a court, employing traditional tools of statutory construction, is able
to determine that Congress had an intention on the precise issue presented (W.D. Ky. Civil
Action No. 3:ooCV-615-S). The case' was appealed to the Sixth Circuit and the bank's brief was
filed December 20, 2001. A similar case is pending in San Francisco Superior Court, the court
having denied the lender's motion to dismiss. (Stickles v. Ford Motor Credit Co., No. 981289).
13.
Illinois Association of Mortgage Brokers v. Office of Banks and Real Estate. (7th
Cir. Nos. 02-1017, 02-1018). On July 13, 2001, trade association filed suit to block the state's
predatory lending rules adopted in May of that year. The complaint alleged that the rules are
preempted by the Alternative Mortgage Transaction Parity Act of 1982 insofar as they would
require institutions that originate or buy "alternative mortgages" such as ARMs or mortgages
with balloo,n payments to verify borrower's ability to repay, and prohibiting single-premium
credit life insurance and other limitations. On December 4, 2001, court granted summary
judgment to defendants. Court held that the federal Home Ownership and Equity Protection Act
of 1994 was a later passed and more specific statute than the Alternative Mortgage Transaction
Parity Act and therefore had priority over the earlier law in the event of conflict between the two.
Since (the court fmds) the Illinois regulations are consistent with HOEPA, they cannot very well
be preempted by AMTPA (N.D. Ill. No.01-C5151). Notices of Appeal filed December 28, 2001
and January 2, 2002.

*
14.
Glover v. Standard Federal Bank (8th Cir. No. 00-3611). In this challenge to
yield spread premiums as illegal kickbacks in violation of Section 8 of RESPA, district court
certified a nationwide class of plaintiffs and the lender took an interlocutory appeal. On March
21, 2002, Eighth Circuit reversed, adopting the two-part test set forth in the most recent HUD
policy statement: whether goods or services were actually provided by a mortgage broker and
whether the mortgage broker's compensation bore some reasonable relationship to the value of
those goods and services. Under the test, the case that each individual plaintiff may have against
the lender or the broker becomes very fact-specific, thereby defeating the requirement for class

K-28

7
action certification that there be commonality of -law and facts across the proposed class. The
court acknowledged that its decision was incompatible with the Eleventh Circuit's decision in
Culpepper v. Irwin Mortgage, 253 F. 3d 1324 (11th Cir. 2(01), cert. denied 122 S. Ct. 930
(2002), specifically stating that "[w]e reject the analysis in Culpepper."

*
15.
Bank of America v. San Francisco (9th Cir. Nos. 00-16355, 00-16394). City
Council of Santa Monica and voters of San Francisco, by referendum, barred imposition of bank
ATM fees upon non-customers of owner banks. Two national banks and the California Bankers
Association filed suit on November 3, 1999 alleging that municipal ordinances were preempted
with respect to national banks by the National Bank Act as construed by the Comptroller of the
Currency and that the ordinances could _not be "severed" so as to be applied to state charteredbanks only. On November 15, court granted a preliminary injunction to the plaintiffs. Cities
filed notice of appeal. On March 3, 2000, ABA and two co-sponsors filed amici brief arguing
that the preliminary injunction should be upheld as contributing to the public interest. Ninth
Circuit affirmed on March 31 (Nos. 99-17590, 17591). District court entered permanent
injunction on June 30. Notices of Appeal filed July 14 (Santa Monica) and July 18 (San
Francisco). Banks' briefs filed December 13, 2000. ABA and two co-sponsors fued supporting
amici brief a week later. Oral argument held January 17, 2002.
Litigation challenging the Iowa state statute to the same effect as the California city
ordinances was filed April 12, 2001, by five national banks, alleging that the statute was
preempted as to national banks by federal law. (Metrobank, N.A. v. Foster (S.D. Ia. No. 4:01CV-80228). The state filed a motion to dismiss the case as not ripe for adjudication (No bank is
charging the ATM fees in question and the state has not threatened enforcement against any bank)
or in the alternative to abstain (The state law does not actually say that the ATM fees are
prohibited. Although the state banking department and attorney general construe it that way,
maybe the state courts should interpret the state l~w before federal courts get involved.) That
motion was denied on August 21, 2001. On March 6, 2002, the district court granted summary
judgment to the banks, holding that the governing statute was the National Bank Act, a law that
has been authoritatively interpreted as allowing national banks to charge the fees in question, and
preempting any contrary state laws. The Electronic Funds Transfer Act is NOT the governing
law under prevailing Eighth Circuit precedent (Bank One v. Guttau, 190 F. 3d 844 (8th Cir.
1999». The Superintendent of.Banking has announced that his rules against surcharges-both as
to national banks and state banks-have been withdrawn, and that he will not appeal the district
court order.

*

16.
Lopez v. Washington Mutual (9th Cir. No. 01-15303). For a fee, bank provided
"overdraft protection" as a part of its contract with checking account customers, whereby the
bank would honor overdrafts and then, with the next deposit, set off the amount of the NSF
check it honored and its fee. In this class. action lawsuit, for each of the class members, the "next
deposit" was a direct deposit of Social Security benefits, against which the bank exercised its
right of setoff. On March 14, 2002, Ninth Circuit held that under the circumstances, the setoff
violated 42 U.S.C. § 407(a) that prohibits the transfer or assignment of Social Security benefits,
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and protects moneys payable for such benefits from "execution, levy, attachment, garnishment or
other legal process." Setoff was deemed to be "other legal process." The bank will file a
petition for rehearing en banc.
17.
Patton v. Triad Guaranty Insurance (11th Cir. No. 01-11376). Homebuyer sued
mortgage insurance company for allegedly making illegal kickbacks to mortgage lender in
violation of Real Estate Settlement Procedures Act. District Court dismissed claim, holding that
RESPA impaired Georgia's comprehensive scheme for the regulation of the mortgage insurance
business, and that state scheme was· preserved from preemption by the McCarran-Ferguson Act.
On January 2, 2002, Eleventh Circuit reversed. McCarran-Ferguson does not protect state laws
from preemption by federal law where the federal law in question "specifically relates to the
business of insurance." According to the court, RESPA does "specifically relate" in that it
governs "any service provided in connection with a real estate settlement"-a phrase obviously
broad enough to contemplate the provision of mortgage insurance.
18.
State of Colorado v. Ace Cash Express (D. Colo., No. 01-1576). On July 13,
2001, the Colorado Attorney General filed suit against one of the largest national payday lending
operations in Denver District Court. The complaint alleges that Ace is acting as an unlicensed
supervised lender, having relinquished its licenses in December, 2000, and consequently it may
not make pay day loans. In addition, Ace is said to have violated state law that limits pay day
loans to a single renewal. At issue in the case will be whether an out-of-state national bank (in a
jurisdiction in which there are no or very high usury ceilings) is the true lender in these instances
or whether the local check casher has engaged in a "rent-a-bank" scheme to evade the law. Ace
removed the case to federal district court and the state filed a motion to remand. On September
26, Comptroller of the Currency filed a two-page amicus curiae brief supporting the remand,
contending that the test for "complete preemption" that would justify a removal to federal court
was not met in this case. On January 28, 2002, court granted motion to remand. Usually reliable
sources report that there are at least ten consumer class actions pending throughout the nation
raising the same types of claims. See, e.g. Johnson v. ACE (D. Md. No. SO 1 CV 2299).
Litigation was also filed in federal district court in Ohio to enjoin enforcement of state
law similar to Colorado's against a national bank (Goleta National Bank v. O'Donnell, S.D.
Ohio, No. C2-Q1-971).

In North Carolina, on January 14, 2002, the state Attorney General and Commissioner of
Banks sued Ace in state court' for violations of the state Consumer Finance Act, usury statutes,
the Check Casher Act and the Loan Broker Act (North Carolina ex reI. Cooper v. Ace Cash
Express (Wake Co. Super. Ct. Div. No.
). Simultaneously, Goleta National Bank filed
suit in federal court against the Commissioner of Banks to enjoin the state suit (Goleta National
Bank v. Lingerfelt (E.D. N. Car. No. 5:02-CV-2Q-P(3».
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19.
American Financial Services Association v. Burke (D. Conn. No.
3:01CVI690(CFD». Connecticut Abusive Home Lending Practices Act, effective October 1,
2001, prohibits "high cost loan" contracts that contain any of a laundry list of allegedly abusive
provisions, among which is a provision requiring mandatory binding arbitration of disputes
between the parties. Trade association for lenders filed suit challenging this single aspect of the
statute as being preempted by the Federal Arbitration Act. On October 5, 2001, court entered a
preliminary injunction against implementation of that part of the statute. On October 25, 2001,
AFSA also secured from California Superior Court for Alameda County a temporary restraining
order against enforcement of a new Oakland "predatory lending" ordinance that had been
scheduled to go into effect six days later. The suit challenges the authority of the city to act in
this area on the basis of both federal and state preemption. The parties agreed to a delay in the
effective date of the ordinance until the completion of litigation. In light of that, a motion for
preliminary injunction was denied in November, 2001.
20.
Cason v. Nissan Motor Acceptance Corp. (M.D. Tenn. No. 3-98-0223). Auto
dealers originate and technically make loans to customers, then immediately assign such loans to
Nissan Acceptance. Nissan sets a "buy rate," the lowest interest rate at which it will take a
dealer originated loan. The dealer is free to originate loans at a higher rate than that, with the
dealer and Nissan then splitting the difference. African-American borrowers alleged disparate
treatment by a particular dealer in Nashville in violation of the Equal Credit Opportunity Act in
that African-Americans ended up paying disproportionately greater discretionary finance charges
and higher rates that otherwise identically situated white borrowers. Nissan, though it did not
originate or make the loans, was also named as a defendant. On May 31, 2000, it filed a motion
for summary judgment, claiming that only the dealer could be liable under the circumstances.
On July 31, the Justice Department Civil Rights Division fued an amicus curiae brief opposing
that motion, claiming that Nissan had a non-delegable duty to assure that loans it took by
assignment from its dealers complied with ECOA.. See also Jones v. Ford Motor Credit Co.
(S.D.N.Y. No, 00-Civ-8330 (LMM)(KNF».

In a comparable case, Smith v. Chrysler Financial Co., L.L.C. (D. N.J. Civil Action No.
00-6(03), ABA and three co-sponsors fIled an amici brief on April 17, 2001, arguing, among
other things, that assignees of dealer paper are specifically excluded from the defmition of
"creditor" in the Equal Credit Opportunity Act in the absence of knowledge of discrimination.
21.
Stefiuk v. First Union National Bank of Florida (11th Jud. Cir., Miami-Dade Co.
No. 99-17494 CA-32). Noncustomer of a bank attempted to cash checks drawn on the bank. The
bank, as a condition of doing so, imposed a one dollar fee upon the noncustomer. Plaintiff filed
suit as- a putative class action on June 15, 1998, alleging unjust enrichment and wrongful
dishonor. On July 12, 2001, court granted summary judgment in favor of the Plaintiff, holding
that the UCC gives a payee the right to present a check to a drawee bank and demand payment.
No "applicable law or rule" gives the bank the ability to impose upon the payee "the additional
condition of the $1.00 fee." The bank has fued a petition for reconsideration contending that it
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does not need specific statutory authority to charge fees for its services and that there is no
applicable law or rule that prohibits the imposition of such a fee.
22.
American Financial Services Association v. DeKalb County (Super. Ct. DeKalb
County [GA] No.01-CV-8038-9) In August, 2001, trade association filed suit for an injunction
and declaratory judgment challenging the legitimacy of a "predatory lending" ordinance enacted
by a suburban Atlanta county. The complaint is based upon two provisions of the Georgia
Constitution that disallow local laws in areas where the General Assembly has already acted and
that limit "home rule" to those legislative areas where no provision has been made by state law.
Since state law already comprehensively governs residential mortgage lending, there is no room
for supplementation by county ordinance. A temporary injunction was granted on August 21,
2001, and the ordinance was declared unconstitutional by the court on November 2. The same
day, Fulton County Superior Court granted a temporary injunction against a similar Atlanta
ordinance in another suit brought by AFSA. Earlier, the same trade association sued Dayton,
Ohio, over its predatory lending ordinance in the Montgomery County [OH] Court of Common
Pleas. The City, in that case, agreed to a stay in the effective date of the ordinance.
23.
Dressel v. Ameribank (Mich. App. No. 222447). Mortgage lender prepared
adjustable rate note and mortgage in connection with a real estate transaction and charged a
separate "document preparation fee" for doing so. On August 3, 2001, court found that
preparing such documents for consideration constituted the unauthorized practice of law. Since
Michigan's Credit Refonn Act only allows lenders to charge fees that "are not excessive," and
that tenn is defined as "exceed[ing] the amount allowed in any applicable law or statute of this
state," the plaintiffs had a valid claim for recovery of the fees. The case is being petitioned to the
Michigan Supreme Court. See also O'Sullivan v. Countrywide Home Loans (S.D. Tex. No. H00-73 (8/24/01) (Dist LEXIS 13103). Similar litigation is also pending in North and South
Carolina.
CREDIT UNIONS
24
National Community Reinvestment Coalition v. National Credit Union
Administration (D.D.C., No. 1:02CV()()()98). In October, 2000, after notice and comment,
NeUA adopted a rule that would have required community federal credit unions to adopt, as part
of their respective marketing or·business plans, a description of how the credit union intended to
serve its entire community, and in particular how it intended to reach out to the underserved
members of its community. The rule was scheduled to go into effect 14 months later, on
December 31, 2001. On December 20, 2001, eleven days before the effective date, without
notice or comment, the agency issued an "interim rule," effective immediately, that repealed the
community service plan requirement. On January 22, 2002, a coalition of consumer groups filed
suit contending that the repeal violated the Administrative Procedure Act.
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PRIVACY
25.
Minnesota v. Fleet Mortgage Corp. (D. Minn. Civil No. 01-48 ADM/AJB). State
Attorney General sued mortgage company for alleged violations of the Federal Trade
Commission's Telemarketing Sales Rule. Under the Gramm-Leach-Bliley Act, state attorneys
general are authorized to enforce the Rule against any entities subject to the jurisdiction of the
FrC. Fleet moved to dismiss the complaint on the grounds that it is a subsidiary of a national
bank; national banks are not subject to the jurisdiction of the FrC; and that national banks-including their subsidiaries of whatever form-are subject to the exclusive jurisdiction of the
Comptroller of the Currency. The Comptroller filed an amicus curiae brief in support of that
argument; the FTC filed an amicus curiae brief opposing it. On December 21, 2001, District
Court denied the motion, relying on the "plain language" of Section 133 of the Gramm-LeachBliley Act: Any entity that is controlled by a bank and is not itself a bank shall. not be deemed to
be a bank for purposes of the Act. Fleet has sought leave to file an interlocutory appeal.
26.
Astryan v. Union Bank of California (Cal. Super. [L.A.] No. Be 212605). On
June 25, 1999, class action suit was fIled against six banks for allegedly selling confidential data
concerning their credit card customers to telemarketing firms and others. Doing so was said to
violate the state constitution's right to privacy and provisions of the state Business and
Professions Code. A similar case was filed against Zions Bank and its affiliate, Digital Signature
Trust, in U.S. District Court in Utah on August 10, 1999 (Arcanvs v. Zions First National Bank,
No. 2-99CV616C) alleging misuse by Zions of confidential information supplied by a loan
applicant to the competitive benefit of Digital Signature.

*
27
American Council of Life Insurers v. Vermont Department of Banking
(Washington County [VT] Superior Ct. No. 56-1-02 Wncv). In November, 2001, state regulator
of banking, insurance, securities and healthcare administration promulgated regulations, effective
February 15, 2002, that purports to govern the dIsclosure of nonpublic personal financial and
health information about individuals by Vermont licensees subject to the Commissioner's
jurisdiction to non affiliated third parties. On January 30, 2002, five insurance trade associations
filed suit contending that there is no state law that grants power to the Commissioner to issue
regulations governing this subject matter, at least as to the insurance business, and that therefore
the regulations are in excess of her statutory authority. Commissioner ftled a general denial and
asserted boilerplate affirmative defenses on February 19, 2002.
PRODUCTS & SERVICES
28.
Association of Banks in Insurance v. Duryee. (6th Cir. No. 99-3917). On
November 6, 1998, ABI, ABA Insurance Association, Ohio Bankers Association and Huntington
National Bank sued state Superintendent of Insurance for declaratory judgment and injunction
against enforcement of state's "controlled business" statutes that do not allow licensing of banks
as title insurance agents and place limitations upon the market that may be served by a banks'
offering of other types of insurance. With respect to national banks located and doing business in
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places with a population not exceeding 5,000, those state laws are preempted by federal law.
The Independent Insurance Agents of America and a coalition of other industry trade associations
intervened in the case as defendants. On June 18, 1999, District Court granted declaratory
judgment and permanent injunction in favor of the plaintiffs on all issues. The court held that (I)
even a concession by the Insurance Commissioner that title insurance prohibitions were
preempted did not prevent issuance of an injunction in light of Commissioner's history of
obstructing bank insurance efforts; and (2) both the "controlled business" statutes and "principal
purpose" statutes in effect in Ohio significantly interfered with the business of national banks in
violation of the Supreme Court's Barnett standard (S.D. Ohio No C2-98-1120). On July 19,
intervenor insurance trade associations filed a Notice of Appeal. The Commissioner did not
appeal. On November 1, 2001, Sixth Circuit affinned, substantially for the reasons set forth in
the District Court opinion. The court remanded the case to ~e district court for further
proceedings to determine whether certain provisions of the Ohio corporate governance statutes
were preempted by Gramm-Leach-Bliley. In February, 2002, the plaintiffs filed a brief
suggesting that Gramm-Leach-Bllley had not changed any part of the district court's original
analysis. A brief in response is due from the insurance trade association March 1.
29.
Individual Reference Services Group v. Federal Trade Commission (O.D.C. No.
l:ooCVOI828). Title V of the Gramm-Leach-BIlley Act regulates the disclosure and redisclosure of certain "nonpublic personal information," which it goes on to define as "personally
identifiable fmancial information." The FrC, SEC and the five federal depository institution
regulators adopted implementing rules·that are scheduled to go into full effect in July, 2001. The
rules further define "personally identifiable financial information n as any information a consumer
provides in order to obtain a financial product or service or any other information a regulated
institution obtains about a consumer in connection with providing such a product or service to the
consumer. On July 28, 2000, a trade association representing consumer reporting agencies flied
suit to enjoin the rules, contending that the rules exceed the statutory authorization by regulating
the disclosure and re-disclosure of information (such as, e.g., names, addresses and phone
numbers) that is clearly not "financial" information. The consumer reporting agencies claimed
that they wlll no longer be able to acquire such information from financial institutions nor
repackage and sell such information as they are allowed to do under the Fair Credit Reporting
Act (which Gramm-Leach-Bllley specifically preserves) and under the First Amendment to the
Constitution. The plaintiff filed .a motion for summary judgment in November, 2000. On April
30, 2001, the court denied that motion and granted the defendants' cross-motion for summary
judgment, upholding the regulations against all challenges. The court's 62-page opinion
essentially boils down to Chevron deference.

*

30.
Independent Insurance Agents of America v. Hawke (O.D.C. Civil Action No.
1:0ICV02356). On September 24, Comptroller of the Currency issued a letter in response to a
request from the West Virginia Bankers Association preempting various provisions of West
Virginia state laws· purporting to regulate bank sales of insurance. The Comptroller concluded
that several of the challenged provisions significantly interfered with the ability of the banks to
engage in that business in violation of the Barnett standard and Gramm-Leach-Bliley. On
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November 13, 2001, trade associations for insurance agents fIled suit challenging that
determination in several respects, asserting that the Comptroller lacked the statutory power to
issue the letter and further contending that he got it wrong on the merits as well. On February 19,
2002, Comptroller filed motion for summary judgment. IIAA's cross-motion is due April 3;
Comptroller's reply to that is due May 3. On March 18, 2002, Comptroller issued a similar
letter in response to a request from the Massachusetts Bankers Association preempting three
provisions of the Commonwealth's insurance laws.
31.
American Land Title Association v. Radian Group (Cal. Super., Orange County,
Case No.
). Under California state law, it is illegal to sell title insurance in the
state without being licensed, and any insurer which transacts any class of insurance other than
title insurance anywhere in the United States is ineligible for a title insurance license. Radian
Group is a private mortgage insurer that sells, among other things, a "lien protection program" to
residential mortgage lenders. The lien protection program is said to accomplish essentially the
same goals as traditional title insurance, but is sufficiently different in its structure so as to fall
outside the definition of "title insurance." Being unimpressed by the fine points, the trade
association for title insurers fIled suit in late November, 2001, contending that Radian was
engaged in the unlicensed and illegal sale of title insurance in California.
MISCELLANEOUS
32.
Louisiana Federal Land Bank Association v. Farm Credit Administration (D.D.C.
No. 1:00cV01582). Farm Credit Administration has historically carved up the nation into
exclusive territories for its various System institutions. It had allowed such institutions to
purchase participation interests in loans originated outside their territories if they provided notice
or acquired the consent of the sister institution in whose territory the loan did originate. On
April 25, FeA abolished this requirement. On June 30, 2000, the Fann Credit Bank of Texas
and five affiliated Land Bank Associations sued. It seems that in 1988 a different Fann Credit
Bank failed and was sold to FCB-Texas. One of the terms and conditions of the purchase and
assumption transaction was that FCB-Texas would acquire permanent territorial service rights
over the territory of the failed institution, a deal later ratified by explicit federal legislation. The
new rule is alleged to violate the Farm Credit Act as amended.

*

33.
Community Bank & Trust v. United States (Ct. Fed. Cl. No. 01-571 C). On
October 3,· 2001, a Texas state-:-ehartered bank filed suit on its own behalf and as class
representative of all depository institutions required to maintain reserves with Federal Reserve
Banks since 1980. It seeks to compel the government to pay interest to the depository institutions
on those reserves. Failure to do so is said to constitute wrongful conversion of the plaintiffs'
property, unjust enrichment to the government, deprivation of property without due process and
unlawful taking of property for public use without just compensation in violation of the Fifth
Amendment. In two other "takings" cases, involving IOLTA programs in Texas and
Washington State, federal appeals courts have recently reached directly contrary results.
Washington Legal Foundation v. Texas Equal Access to Justice Foundation (5th Cir., No. 00-
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50139 [2001 WL 122105], Oct. 15, 2001) and Washington Legal Foundation v. Legal
Foundation of Washington (9th Cir. en banc, No. 98-35154, November 14, 2001). A petition for
writ of certiorari was filed in the Washington case on March 7, 2002. (No. 01-1325).
34.
Guitard v. Gorham Savings Bank (Cumberland County [Maine] Superior Court
No. CV-OO(326). Depositors in mutual savings bank filed class action lawsuit on June 8, 2000,
seeking a "dividend" from the Bank for the class that was equal to the amount of the Bank's
undistributed profits in excess of the amount needed for the bank to qualify as a "wellcapitalized" institution under federal and state standards. Plaintiffs contend that the Bank's Total
Capital ratio is 23.43% whereas 10% is as much as the Bank needs to be regarded as wellcapitalized. Failure to distribute the difference to the "owners," i.e. the depositors, is said to be
a breach of fiduciary duty on the part of the Trustees of the Bank Gorham filed motion for
summary judgment on May 18, 2001. The plaintiffs filed a cross-motion for summary judgment a
month later. ABA and Maine Bankers Association filed amici brief supporting the defendants,
pointing out that it was common practice, and therefore not a breach of duty, for mutual
institutions of all sorts to achieve high levels of capital without making distributions to "owners."

*
35.
Bluebird Partners v. First Fidelity Bank (NY Court of Appeals, NY County
Clerk's Index No. 601365/97). "Vulture fund" purchased corporate debt of Continental Airlines
in the secondary market after Continental's bankruptcy and later resold the instruments for a
profit. It then proceeded to file suit against the indenture trustee for alleged negligence in
preserving the value of the airline's collateral during the bankruptcy proceeding--negligence that,
if it occurred at all, occurred prior to Bluebird's acquisition of the debt. Bluebird contended that
under New York's General Obligations Law, it acq':lired the claims of the original debtholders
when it acquired the debt; the original holders would have had a claim against the indenture
trustee, and it succeeded to that claim. The Appellate Division rejected that interpretation of the
state law and Bluebird appealed. On January 25, 2002, ABA and New York Bankers
Association filed amici curiae brief in support of indenture trustee arguing that original
bondholders would arguably have a federal claim under the Trust Indenture Act-a claim that did
not transfer to successors-for the very same act that allegedly forms the basis for Bluebird's state
law claims the allegedly do transfer to successors. This prospect of double (or even multiple)
liability violates the clear federal policy limiting trustee liability to actual damages.
Consequently, if state ~aw is construed to allow for liability beyond actual damages, it would be
preempted by the Trust Indenture Act. On March 26, 2002, Court of Appeals reversed. It heldm
that the General Obligations Law meant what Bluebird said it meant. It specifically declined,
however, to decide whether the law, as so interpreted, was preempted by the Trust Indenture
Act. The Appellate Division had not decided that question and, on remand, will have to do so.
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State Banking Performance Summary
FDIC-Insured Institutions
Commercial Banks
Kentucky
December 31,2001

National Charter
Commercial Banks
Kentucky
December 31,2001

State Charter
Commercial Banks
Kentucky
December 31, 2001

Assets
Assets
Assets
Assets
Assets
Assets
less than greater than
All
less than greater than
less than greater than
All
All
Institutions$100 million $1 00 million Institutions$100 million$100 million Institutions$100 million$100 million

(dollar figures in millions)
Number of institutions reporting
Total employees (full-time equivalent)

230
16.323

118
2,794

112
13.529

178
10.529

94
2.171

84
8,358

52
5,794

24
623

28
5,171

588
55.742
50,271
37,381
52
42,283
4,745

61
7,107
6,528
4,454
9
5.825
759

527
48.635
43,743
32,927
43
36,457
3,986

389
31,444
28,999
20,686
39
24.168
2,993

49
5,567
5,128
3,498
7
4,542
598

340
25,877
23,871
17,189
32
19,626
2.395

199
24,298
21,271
16,695
12
18,115
1,752

12
1,539
1,399
957
2
1.283
161

187
22,759
19,872
15,738
11
16,832
1,591

7.59
3.67
3.92
1.38
3.16
0.52
121.25
1.06
3.32
1.10
12.69
7.39
50.43

7.97
3.94
4.03
0.79
3.24
0.35
133.22
0.87
3.23
0.90
8.21
12.71
49.15

7.53
3.63
3.90
1.47
3.15
0.54
120.20
1.09
3.33
1.13
13.55
1.79
51.79

7.91
3.77
4.15
1.19
3.12
0.35
124.29
1.26
4.92
1.31
13.37
7.87
48.88

7.96
3.94
4.02
0.78
3.21
0.34
137.09
0.89
3.14
0.92
8.35
12.77
43.62

7.90
3.73
4.18
1.28
3.10
0.35
121.78
1.34
5.36
1.39
14.63
2.38
54.76

7.16
3.55
3.61
1.62
3.22
0.72
119.42
0.81
0.62
0.84
11.55
5.77
55.77

7.99
3.94
4.05
0.81
3.33
0.38
120.56
0.79
3.57
0.83
7.70
12.50
70.83

7.10
3.52
3.58
1.68
3.21
0.74
119.39
0.81
0.32
0.84
11.94

66.13

61.86

66.75

64.97

61.98

65.61

67.62

61.39

68.04

1.40
122.09

1.31
138.48

1.41
120.29

1.24
147.91

1.33
127.22

1.23
153.44

1.58
104.36

1.24
212.84

1.61
101.93

1.14
0.86
71.36
8.51
8.00
13.00
19.75
46.24

0.95
0.73
77.54
10.68
10.52
17.64
27.15
48.82

1.17
0.88
70.49
8.20
7.64
12.42
18.67
45.86

0.84
0.68
73.25
9.52
9.28
14.17
24.10
55.07

1.05
0.80
76.69
10.75
10.60
17.63
26.28
48.58

0.80
0.65
72.52
9.26
9.00
13.51
23.63
56.47

1.52
1.09
68.98
7.21
6.43
11.61
14.14
34.84

0.58
0.46
80.58
10.43
10.23
17.66
30.29
49.71

1.57
1.14
68.22
6.99
6.18
11.29
13.05
33.83

AGGREGATE CONDITION AND INCOME DATA
Net income (year-to-date)
Total assets
Earning assets
Total loans & leases
Other real estate owned
Total deposits
Equity capital

PERFORMANCE RATIOS (YTD, 0/0)
Yield on earning assets
Cost of funding earning assets
Net interest margin
Noninterest income to avg. earning assets
Noninterest expense to avg. earning assets
Net charge-offs to loans & leases
Credit-loss provision to net charge-offs
Net operating income to average assets
Retained earnings to average equity
Return on assets
Return on equity
Percent of unprofitable institutions
Percent of institutions with earning gains

42.86

CONDITION RATIOS (%)
Net loans and leases to assets
Loss allowance to:
Loans and leases
Noncurrent loans and leases
Noncurrent loans & leases to
total loans & leases
Nonperforming assets to assets
Core deposits to total liabilities
Equity capital to total assets
Core capital (leverage) ratio
Total capital to risk-weighted assets
Gross 1-4 family mortgages to gross assets
Gross real estate assets to gross assets

Source: Call Report and Thrift Financial Report:
Prepared by the FDIC-Division of Research and Statistics
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State Banking Performance Summary
FDIC-Insured Institutions
State Charter
Commercial Banks
Kentucky
December 31, 2001

State Charter
Commercial Banks
Kentucky
December 31, 2000

State Charter
Commercial Banks
Kentucky
December 31, 1999

Assets
Assets
Assets
Assets
Assets
Assets
All
less than greater than
less than greater than
All
All
less than greater than
Institutions$100 million$100 million Institutions$100 million$100 million Institutions$100 milllon$100 million

(dollar figures in millions)
Number of institutions reporting
Total employees (full-time equivalent)

178
10.529

94
2.171

8.358

181
10.047

103
2.426

78
7.621

191
9.812

116
2.704

75
7.108

389
31,444
28,999
20.686
39
24,168
2.993

49
5,567
5,128
3,498
7
4.542
598

340
25.877
23,871
17,189
32
19.626
2.395

346
29,110
26,895
19,509
34
22.732
2,799

65
5,951
5,507
3,839
4.823
659

281
23,159
21,388
15,670
27
17,909
2,140

340
26,773
24.734
18,394
25
20,658
2.504

76
6,832
6.274
4.389
8
5.583
709

265
19,941
18.461
14.005
17
15,075
1.795

7.91
3.77
4.15
1.19
3.12
0.35
124.29
1.26
4.92
1.31
13.37
7.87
48.88

7.96
3.94
4.02
0.78
3.21
0.34
137.09
0.89
3.14
0.92
8.35
12.77
43.62

7.90
3.73
4.18
1.28
3.10
0.35
121.78
1.34
5.36
1.39
14.63
2.38
54.76

8.85
4.38
4.48
1.07
3.22
0.35
138.13
1.32
6.65
1.30
13.60
6.63
64.64

8.25
4.02
4.22
0.76
3.13
0.31
133.74
1.10
3.14
1.11
9.98
10.68
65.05

9.03
4.48
4.55
1.16
3.25
0.36
139.14
1.39
7.86
1.36
14.85
1.28
64.10

8.08
3.77
4.31
1.00
3.06
0.25
143.28
1.33
4.35
1.32
13.61
3.66
65.97

8.08
3.82
4.26
0.73
3.09
0.27
145.83
1.15
4.07
1.15
10.67
6.03
66.38

8.08
3.75
4.33
1.09
3.06
0.25
142.40
1.39
4.46
1.38
14.77

64.97

61.98

65.61

66.16

63.64

66.81

67.83

63.36

69.37

1.24
147.91

1.33
127.22

1.23
153.44

1.28
175.31

1.35
138.99

1.26
188.25

1.27
201.04

1.36
156.50

1.24
222.80

0.84
0.68
73.25
9.52
9.28
14.17
24.10
55.07

1.05
0.80
76.69
10.75
10.60
17.63
26.28
48.58

0.80
0.65
72.52
9.26
9.00
13.51
23.63
56.47

. 0.73
0.61
74.74
9.62
9.45
14.28
25.62
53.21

0.97
0.76
77.08
11.07
11.00
17.97
26.74
47.55

0.67
0.57
74.15
9.24
9.05
13.43
25.34
54.67

0.63
0.52
74.38
9.35
9.50
14.82
28.12
53.60

0.87
0.67
77.67
10.37
10.46
17.40
26.41
47.67

0.56
0.47
73.28
9.00
9.17
14.02
28.71
55.64

84

AGGREGATE CONDITION AND INCOME DATA
Net income (year-to-date)
Total assets
Earning assets
Total loans & leases
Other real estate owned
Total deposits
Equity capital

6

PERFORMANCE RATIOS (YTD, 0/.)
Yield on earning assets
Cost of funding earning assets
Net interest margin
Noninterest income to avg. earning assets
Noninterest expense to avg. earning assets
Net charge-offs to loans & leases
Credit-loss provision to net charge-offs
Net operating income to average assets
Retained earnings to average equity
Return on assets
Return on equity
Percent of unprofitable institutions
Percent of institutions with earning gains

65.33

CONDITION RATIOS (0/0)
Net loans and leases to assets
Loss allowance to:
Loans and leases
Noncurrent loans and leases
Noncurrent loans & leases to
total loans & leases
Nenperforming assets to assets
Core deposits to total liabilities
Equity capital to total assets
Core capital (leverage) ratio
Total capital to risk-weighted assets
Gross 1-4 family mortgages to gross assets
Gross real estate assets to gross assets

Source: Call Report and Thrift Financial Report:
Prepared by the FDIC-Division of Research and Statistics
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Financial Institution Letters
ACCOUNTING AND REPORTING
FIL-63-2001
July 25, 2001

TO:
SUBJECT:

CHIEF EXECUTIVE OFFICER
Interagency Policy Statement on Allowance for Loan and Lease Losses (ALLL)
Methodologies and Documentation for Banks and Savings Associations

The Federal Deposit Insurance Corporation (FDIC) and the other federal banking agencies, under the
auspices of the Federal Financial Institutions Examination Council (FFIEC), have jointly issued the
attached Policy Statement on Allowance for Loan and Lease Losses (ALLL) Methodologies and
Documentation for Banks and Savings Institutions.
The policy statement, which was developed in consultation with Securities and Exchange Commission
(SEC) staff, was issued by the FFIEC in proposed form on September 7,2000, and has been revised
in response to the comments received. It provides guidance on the design and implementation of ALLL
methodologies and supporting documentation practices. Specifically, it:
• clarifies that the board of directors of each institution is responsible for ensuring that controls
are in place to determine the appropriate level of the ALLL;
• states that the ALLL process must be thorough, disciplined and consistently applied, and must
incorporate management's current judgments about the credit quality of the loan portfolio;
• emphasizes the banking agencies' long-standing position that institutions should maintain and
support the ALLL with documentation that is consistent with their stated policies and
procedures, generally accepted accounting principles (GAAP) and applicable supervisory
guidance; and
• provides guidance on maintaining and documenting policies and procedures that are
appropriately tailored to the size and complexity of the institution and its loan portfolio.
In addition to the gUidance on ALLL methodologies and documentation, the policy statement includes
illustrations of implementation practices that institutions may find useful for enhancing their own ALLL
processes. It also contains an appendix that provides examples of certain key aspects of ALLL
guidance; a summary of applicable GAAP guidance; and a bibliographical list of relevant GAAP
guidance, joint interagency statements and other literature on ALLL issues.
The policy statement does not, however, change existing accounting guidance in, or modify the
documentation requirements of, GAAP or guidance provided in the relevant joint interagency
statements nor does it alter the consultation provisions between the SEC and the banking agencies set
forth in Section 241 of the Gramm-Leach-Bliley Act. In this regard, the policy statement recognizes that
estimating an appropriate allowance involves a high degree of management judgment and is inevitably
imprecise. Accordingly, an institution may determine that the amount of loss falls within a range. In
accordance with GAAP, an institution should record its best estimate within the range of loan losses.
This guidance applies equally to all institutions, regardless of their size. However, it states that
institutions with less complex lending activities and products, such as many small banks, may find it
more efficient to combine a number of procedures while continuing to ensure the institution has a
consistent and appropriate methodology. Thus, much of the supporting documentation required for an
institution with more complex products or portfolios may be combined into fewer supporting documents
in an institution with less complex products or portfolios.
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The policy statement was published in the July 6, 2001,Federal Register on pages 35629-35639.
Attached is a reformatted version of the Federal Register notice.
On July 6, 2001, the SEC staff issued parallel guidance on loan loss methodologies and
documentation that should be observed by public companies subject to the federal securities laws
through its Staff Accounting Bulletin 102. A copy of the SEC's document can be obtained at
http://www.sec.gov/interps/account.shtml.
Please share this information with the appropriate personnel in your institution. For more information,
please contact the regional accountant in your FDIC regional office.
Michael J. Zamorski
Acting Director
Attachment: July 6, 2001, Federal Register, pages 35629-35639
HTML or PDF (88 KB File - PDF Help or Hard Copy)
Distribution: FDIC-Supervised Banks (Commercial and Savings)
NOTE: Paper copies of FDIC financial institution letters may be obtained through the FDIC's Public
Information Center, 801 17th Street, NW, Room 100, Washington, DC 20434 (800-276-6003 or 202416-6940).

communications@fdic.gov

Last Updated 07/25/2001
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Financial Institution Letters

[Federal Register: July 6, 2001 (Volume 66, Number 130)]
[Notices]
[Page 35629-35639]
From the Federal Register Online via GPO Access [wais.access.gpo.gov]
[DOC I0 :fr06jyO1-67]

=======================================================================
FEDERAL FINANCIAL INSTITUTIONS EXAMINATION COUNCIL

Policy Statement on Allowance for Loan and Lease Losses
Methodologies and Documentation for Banks and Savings Institutions
July 2, 2001.
AGENCY: Federal Financial Institutions Examination Council.
ACTION: Notice of final interagency policy statement.

SUMMARY: The Federal Financial Institutions Examination Council
(FFIEC), on behalf of the Board of Governors of the Federal Reserve
System (FRB), the Federal Deposit Insurance Corporation (FDIC), the
Office of the Comptroller of the Currency (OCC), and the Office of
Thrift Supervision (OTS) (collectively referred to as the "'banking
agencies"), is adopting an interagency Policy Statement on Allowance
for Loan and Lease Losses (ALLL) Methodologies and Documentation for
Banks and Savings Institutions (Policy Statement). The National Credit
Union Administration (NCUA), also a member of the FFIEC, is currently
reviewing this policy and may issue similar guidance specifically
directed toward credit unions. This Policy Statement is intended to
provide guidance on the design and implementation of ALLL methodologies
and supporting documentation practices.
EFFECTIVE DATE: The Policy Statement is effective immediately.
FOR FURTHER INFORMATION CONTACT:
FRB: Linda V. Griffith, Supervisory Financial Analyst, (202) 4523506, Division of Banking Supervision and Regulation, Board of
Governors of the Federal Reserve System, 20th Street and Constitution
Avenue, NW., Washington, DC 20551.
FDIC: Doris L. Marsh, Examination Specialist, Division of
Supervision, (202) 898-8905, FDIC, 550 17th Street, NW., Washington, DC
20429.
OCC: Richard Shack, Senior Accountant, Chief Accountant's Office,
Core Policy Division, (202) 874-5411, or Louise A. Francis, National
Bank Examiner, Chief Accountant's Office, Core Policy Division, (202)
874-1306, Office of the Comptroller of the Currency, 250 E Street, SW.,
Washington, DC 20219.
OTS: William Magrini, Senior Project Manager, Policy Division,
(202) 906-5744, or Harrison E. Greene, Jr., Securities Accountant,
Accounting Policy Division, (202) 906-7933, Office of Thrift
Supervision, 1700 G Street, NW., Washington, DC 20552.
[[Page 35630]]
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SUPPLEMENTARY INFORMATION:

I. Background
On March 10, 1999, the Federal Deposit Insurance Corporation, the
Federal Reserve Board, the Office of the Comptroller of the Currency,
the Office of Thrift Supervision, and the Securities and Exchange
Commission (together, the Agencies) issued a joint letter to financial
institutions on the allowance for loan and lease losses (the Joint
Letter). In the Joint Letter, the Agencies agreed to establish a Joint
Working Group to study ALLL issues and to assist financial institutions
by providing them with improved guidance on this topic. The Agencies
agreed that the Joint Working Group would develop and issue parallel
guidance for two key areas regarding the ALLL:
Appropriate methodologies and supporting documentation,
and
Enhanced disclosures.
This Policy Statement represents the banking agencies' guidance to
banks and savings institutions relating to methodologies and supporting
documentation for the ALLL. The Securities and Exchange Commission
staff has issued parallel guidance on this topic for public companies
in Staff Accounting Bulletin No. 102.\1 \

\1\ In addition, the American Institute of Certified Public
Accountants (AICPA) is developing gUidance on the accounting for
loan losses and the techniques for measuring probable incurred
losses in a loan portfolio.

This Policy Statement clarifies the banking agencies' expectations
regarding methodologies and documentation support for the ALLL. For
financial reporting purposes, including regulatory reporting, the
provision for loan and lease losses and the ALLL must be determined in
a.ccordance with generally accepted accounting principles (GAAP). GAAP
requires that an institution maintain written documentation to support
the amounts of the ALLL and the provision for loan and lease losses
reported in the financial statements.
The Policy Statement does not change existing accounting guidance
in, or modify the documentation requirements of, GAAP or gUidance
provided in the relevant joint interagency statements issued by the
Agencies. It is intended to supplement, not replace, the guidance the
banking agencies provided in their Interagency Policy Statement on the
Allowance for Loan and Lease Losses, which was issued in December 1993.
It is also intended to supplement guidance the banking agencies
provided in their interagency guidelines establishing standards for
safety and soundness that were issued in 1995 and 1996 pursuant to
section 39 of the Federal Deposit Insurance Act {FDI Act).\2\ Under the
guidelines for asset quality, each institution should estimate and
establish a sufficient ALLL supported by adequate documentation. This
Policy Statement does not address or change current guidance regarding
loan charge-offs; therefore, institutions should continue to follow
existing regulatory guidance that addresses the timing of charge-offs.

\2\ Institutions should refer to the guidelines adopted by their
primary federal regulator as follows: For national banks, Appendix A
to Part 30; for state member banks, Appendix 0 to Part 208; for
state nonmember banks, Appendix A to Part 364; for savings
associations, Appendix A to Part 570.
The guidance in this Policy Statement recognizes that institutions
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should adopt methodologies and documentation practices that are
appropriate for their size and complexity. For institutions with fewer
and less complex loan products, the amount of supporting documentation
for the ALLL may be less exhaustive than for institutions with more
complex loan products or portfolios.
Recognizing that a primary mission of the banking agencies is to
support a safe and sound banking system, examiners will continue to
evaluate the overall adequacy of the ALLL, including the adequacy of
supporting documentation, to ensure that it is appropriate. While the
Policy Statement generally does not provide guidance to examiners in
conducting safety and soundness examinations. examiners may criticize
institutions that fail to document and maintain an adequate ALLL in
accordance with this Policy Statement and other banking agency
guidance. In such cases, institution management may be cited for
engaging in unsafe and unsound banking practices and may be subject to
further supervisory action.
II. The Proposed Policy Statement
The FFIEC sought public comment on a proposed policy statement on
ALLL methodologies and documentation practices for banks and savings
institutions on September 7.2000 (65 FR 54268). The proposal indicated
that the purpose of the policy statement was to provide financial
institutions with enhanced guidance on appropriate ALLL methodologies
and documentation practices.
The proposed Policy Statement explained that the board of directors
of each institution is responsible for ensuring that controls are in
place to determine the appropriate level of the ALLL. It also
emphasized the banking agencies' long-standing position that
institutions should maintain and support the ALLL with documentation
that is consistent with their stated policies and procedures, GAAP, and
applicable supervisory guidance.
The proposal described significant aspects of ALLL methodologies
and documentation practices. Specifically, the proposal provided
guidance on maintaining and documenting policies and procedures that
are appropriately tailored to the size and complexity of the
institution and its loan portfolio. The proposal stated that an
institution's ALLL methodology must be a thorough, disciplined, and
consistently applied process that incorporates management's current
judgments about the credit quality of the loan portfolio.
The proposal also discussed the methodology and documentation
needed to support ALLL estimates prepared in accordance with GAAP,
which requires loss estimates based upon reviews of individual loans
and groups of loans. The proposal stated that after determining the
allowance on individually reviewed loans and groups of loans,
management should consolidate those loss estimates and summarize the
amount to be reported in the financial statements for the ALLL. To
verify that the ALLL methodology is appropriate and conforms to GAAP
and supervisory guidance, a party who is independent from the ALLL
estimation process. should review the methodology and its application in
a manner appropriate to the size and complexity of the institution.
The proposal included illustrations of implementation practices
that institutions may find useful for enhancing their own ALLL
practices; an appendix that provided examples of certain key aspects of
ALLL guidance; a summary of applicable GAAP guidance; and a
bibliographical list of relevant GAAP guidance, joint interagency
statements. and other literature on ALLL issues.
III. Discussion of Public Comments
A. General Comments
The FFIEC received 31 letters commenting on the proposed policy
statement. Twenty financial organizations submitted comments, whose
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size (based upon total assets) ranged from $18 million to $450 billion.
The other letters were primarily submitted by industry trade groups and
the accounting profession.
Two of the commenters fully supported the guidance in the proposed
policy statement. Thirteen commenters opposed issuance of the policy
statement. The commenters who oppose
[[Page 35631]]
the guidance expressed two primary concerns. First, they believe
institutions, particularly smaller institutions. will need to
unnecessarily increase resources dedicated to ensure compliance with
the guidance. Second, they thought that issuance of the policy
statement may be premature given the ALLL guidance expected to be
developed by the AICPA. The other commenters generally supported the
guidance with certain modifications.
The two commenters who supported the proposed policy statement in
the form it was issued believe that they are already in compliance with
the proposal's requirements. They understood that the guidance did not
attempt to expand current GAAP requirements and allowed institutions to
continue to use judgment in implementing loan loss estimation
methodologies that are appropriate to individual institutions.
The banking agencies believe that institutions currently complying
with GAAP should not need to dedicate additional resources to create or
support the ALLL included in their regulatory reports. The banking
agencies have expected institutions to follow GAAP. as it applies to
the ALLL. for regulatory reporting purposes for a number of years. The
proposal is consistent with existing GAAP. which requires that
allowances be well documented, with clear explanations of the
supporting analysis and rationale. The banking agencies encourage
institutions to carefully evaluate their current ALLL methodologies and
supporting documentation practices as well as other credit risk
management practices and reports before making significant changes to
their current practices or creating new processes, reports, or other
supporting documents in order to follow this guidance.
Some commenters suggested the Policy Statement should include the
banking agencies' views on the ALLL guidance being developed by the
AICPA. While the attached Policy Statement mentions that the AICPA is
developing guidance on the ALLL, a description of that project's scope
or a summary of its anticipated guidance is outside the scope of this
Policy Statement. Furthermore. the AICPA continues to develop its
guidance. and the Agencies are closely monitoring and actively
contributing to that process.
Several commenting financial institutions indicated that following
the guidance may prompt a reduction in the ALLL level at their
institutions. However. as noted above. institutions are already
required to follow GAAP when determining the ALLL and the guidance does
not change existing GAAP; therefore. following this Policy Statement
should not result in adjustments to the ALLL by institutions following
GAAP.
Several commenters suggested that documentation requirements for
small or noncomplex institutions should be substantially different than
the guidance for larger or more complex institutions. The guidance in
the policy statement includes a broad description of the steps taken
during the ALLL estimation process that must be documented. The types
of documentation described in the examples illustrate that management
has considerable flexibility in determining the appropriate level and
type of supporting documentation given the type of loans and associated
credit risks being evaluated. Additionally. the guidance specifically
states that institutions with less complex products or portfolios may
consider combining some of the procedures outlined in the proposed
guidance. Furthermore. when appropriate. these institutions may utilize
documentation that is already being generated for other purposes to
support their ALLLs. The banking agencies believe these suggestions

http://www.fdic.gov/news/news/financial/200 1/filO 163a.html
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will assist these institutions in supporting their ALLLs without any
unnecessary burden.
A number of the commenters suggested that the guidance in the
policy statement should clarify the banking agencies' position on the
term .... unallocated.. ALLLs. The guidance recognizes that, regardless of
the terminology that an institution uses to label portions of its ALLL.
the entire ALLL should be determined in accordance with GAAP and
supported with adequate documentation.
B. Changes to the Proposal in Response to Comments
One issue that was raised by some commenters was conce.rn that the
Policy Statement would confuse the distinction between current GAAP
requirements and what would be considered best practices in corporate
governance. They believe that some of the documentation requirements
contained in the proposed policy statement are not requirements of
GAAP. In response to these comments, a footnote was added to the Policy
Statement to clarify how the Policy Statement describes, but does not
increase, the documentation requirements already existing within GAAP.
The footnote states that the documentation guidance in the Policy
Statement is predominantly based upon certain specifically identified
pronouncements that have been issued by the Financial Accounting
Standards Board, the Emerging Issues Task Force, the American Institute
of Certified Public Accountants, and the SEC. Such pronouncements
represent established accounting principles or are widely recognized as
being generally accepted.
A few commenters were concerned that the discussion in the proposed
policy statement regarding the estimation of loan losses for groups of
loans based upon historical loss data meant that institutions were
prohibited from using loss estimation methods other than those based
upon historical loss data. The application of historical loss rates to
segmented portions of the loan portfolio, adjusted for environmental
factors, is one way to estimate ALLLs for pools of loans. However,
other methods are acceptable if they estimate losses in accordance with
GAAP. The Policy Statement has been revised to refer to other types of
loss estimation techniques.
. A few commenters questioned the banking agencies' intent in
including examples of documentation in the Q&A portion of the proposed
policy statement. They interpreted the examples to be a list of
requirements or a .... safe harbor" of supporting documentation. The
banking agencies included these examples to assist institutions in
generating ideas on how to implement the gUidance and did not intend to
create a list of required documents. So that the purpose of the
examples is better understood, the banking agencies have clarified the
language in the examples and have added an introductory paragraph to
the Q&A section in Appendix A.
Lastly. some commenters suggested the guidance in the proposed
policy statement placed undue burden upon financial institutions'
boards of directors. The banking agencies did not intend to expand
directors' responsibilities beyond those that currently exist. At
present, directors are responsible for approving ALLL policies and
attesting to the validity of the regulatory reports, which includes the
ALLL. While the board of directors has ultimate responsibility for
these functions, daily administration of policies and recordkeeping may
be delegated to operating management. The banking agencies have
clarified the gUidance to state that the scope of board of directors'
responsibilities is not changed or expanded with the issuance of this
Policy Statement.
IV. Paperwork Reduction Act
In accordance with the Paperwork Reduction Act of 1995 (44 U.S.C.
chapter 35), the banking agencies have reviewed the Policy Statement
and
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determined that it does not add any collections of information pursuant
to the Act.
V. Policy Statement
The text of the Policy Statement follows:
Policy Statement on Allowance for Loan and Lease Losses
Methodologies and Documentation for Banks and Savings Institutions
July 2, 2001.
Boards of directors of banks and savings institutions are
responsible for ensuring that their institutions have controls in place
to consistently determine the allowance for loan and lease losses
(ALLL) in accordance with the institutions' stated policies and
procedures, generally accepted accounting principles (GAAP), and ALLL
supervisory guidance.\1\ To fulfill this responsibility, boards of
directors instruct management to develop and maintain an appropriate,
systematic, and consistently applied process to determine the amounts
of the ALLL and provisions for loan losses. Management should create
and implement suitable policies and procedures to communicate the ALLL
process internally to all applicable personnel. Regardless of who
develops and implements these policies, procedures, and underlying
controls, the board of directors should assure themselves that the
policies specifically address the institution's unique goals, systems,
risk profile, personnel, and other resources before approving them.
Additionally, by creating an environment that encourages personnel to
follow these policies and procedures, management improves procedural
discipline and compliance.

\1\ A bibliography is attached that lists applicable ALLL GAAP
guidance, interagency statements, and other reference materials that
may assist in understanding and implementing an ALLL in accordance
with GAAP. See Appendix B for additional information on applying
GAAP to determine the ALLL.

The determination of the amounts of the ALLL and provisions for
loan and lease losses should be based on management's current judgments
about the credit quality of the loan portfolio, and should consider all
known relevant internal and external factors that affect loan
collectibility as of the reporting date. The amounts reported each
period for the provision for loan and lease losses and the ALLL should
be reviewed and approved by the board of directors. To ensure the
methodology remains appropriate for the institution, the board of
directors should have the methodology periodically validated and, if
appropriate, revised. Further, the audit committee\2\ should oversee
and monitor the internal controls over the ALLL determination
process.\3\

\2\ All institutions are encouraged to establish audit
committees; however, at small institutions without audit committees,
the board of directors retains this responsibility.
\3\ Institutions and their auditors should refer to Statement on
Auditing Standards No. 61, Communication With Audit Committees (as
amended by Statement on Auditing Standards No. 90, Audit Committee
Communications), which requires certain discussions between the
auditor and the audit committee. These discussions should include
items, such as accounting policies and estimates, judgments, and
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uncertainties that have a significant impact on the accounting
information included in the financial statements.

The banking agencies'\4\ have long-standing examination policies
that call for examiners to review an institution's lending and loan
review functions and recommend improvements, if needed. Additionally,
in 1995 and 1996, the banking agencies adopted interagency guidelines
establishing standards for safety and soundness, pursuant to Section 39
of the Federal Deposit Insurance Act (FDI Act).\5\ The interagency
asset quality guidelines and the guidance in this paper assist an
institution in estimating and establishing a sufficient ALLL supported
by adequate documentation, as required under the FDI Act. Additionally,
the guidelines require operational and managerial standards that are
appropriate for an institution's size and the nature and scope of its
activities.

\4\ The banking agencies are the Federal Deposit Insurance
Corporation, the Federal Reserve Soard, the Office of the
Comptroller of the Currency, and the Office of Thrift Supervision.
\5\ Institutions should refer to the guidelines adopted by their
primary federal regulator as follows: For national banks, Appendix A
to Part 30; for state member banks, Appendix D to Part 208; for
state nonmember banks, Appendix A to Part 364; for savings
associations, Appendix A to Part 570.

For financial reporting purposes, including regulatory reporting,
the provision for loan and lease losses and the ALLL must be determined
in accordance with GAAP. GAAP requires that allowances be well
documented, with clear explanations of the supporting analyses and
rationale.\6\ This Policy Statement describes but does not increase the
documentation requirements already existing within GAAP. Failure to
maintain, analyze, or support an adequate ALLL in accordance with GAAP
a.nd supervisory guidance is generally an unsafe and unsound banking
practice.\7\

\6\ The documentation guidance within this Policy Statement is
predominantly based upon the GAAP guidance from Financial Accounting
Standards Soard (FASS) Statement Numbers 5 and 114 (FAS 5 and FAS
114, respectively);- Emerging Issues Task Force Topic No. D-80 (EITF
Topic D-80 and attachments), Application of FASS Statements No.5
and No. 114 to a Loan Portfolio (which includes the Viewpoints
Article--an article issued in 1999 by FASS staff providing guidance
on certain issues regarding the ALLL, particularly on the
application of FAS 5 and FAS 114 and how these statements
interrelate), Chapter 7-Credit Losses, the American Institute of
Certified Public Accountants' (AICPA) Audit and Accounting Guide,
Banks and Savings Institutions-2000 edition (AICPA Audit Guide);
and the Securities and Exchange Commission's (SEC) Financial
Reporting Release No. 28 (FRR 28).
\7\ Failure to maintain adequate supporting documentation does
not relieve an institution of its obligation to record an
appropriate ALLL.

This guidance applies equally to all institutions, regardless of
the size. However, institutions with less complex lending activities
and products may find it more efficient to combine a number of
procedures (e.g., information gathering, documentation, and internal
approval processes) while continuing to ensure the institution has a
consistent and appropriate methodology. Thus, much of the supporting
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documentation required for an institution with more complex products or
portfolios may be combined into fewer supporting documents in an
institution with less complex products or portfolios. For example.
simplified documentation can include spreadsheets. check lists. and
other summary documents that many institutions currently use.
Illustrations A and C provide specific examples of how less complex
institutions may determine and document portions of their loan loss
allowance.
Documentation Standards
Appropriate written supporting documentation for the loan loss
provision and allowance facilitates review of the ALLL process and
reported amounts. builds discipline and consistency into the ALLL
determination process. and improves the process for estimating loan and
lease losses by helping to ensure that all relevant factors are
appropriately considered in the ALLL analysis. An institution should
document the relationship between the findings of its detailed review
of the loan portfolio and the amount of the ALLL and the provision for
loan and lease losses reported in each period.\8\

\8\ This position is fully described in the SEC's FRR 28. in
which the SEC indicates that the books and records of public
companies engaged in lending activities should include documentation
of the rationale supporting each period's determination that the
AlLL and provision amounts reported were adequate.

At a minimum. institutions should maintain written supporting
documentation for the following decisions. strategies. and processes:
(1) Policies and procedures:
(a) Over the systems and controls that maintain an appropriate ALLl
and
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(b) Over the ALLL methodology.
(2) Loan grading system or process.
(3) Summary or consolidation of the ALLL balance.
(4) Validation of the ALLL methodology. and
(5) Periodic adjustments to the ALLL process.
The following sections of this Policy Statement provide guidance on
significant aspects of ALLL methodologies and documentation practices.
Specifically. the paper provides documentation guidance on:
(1) Policies and Procedures.
(2) Methodology.
(3) ALLL Under FASB Statement of Financial Accounting Standards No.
114, Accounting by Creditors for Impairment of a Loan (FAS 114).
(4) ALLL Under FASB Statement of Financial Accounting Standards No.
5. Accounting for Contingencies (FAS 5).
(5) Consolidating the Loss Estimates. and
(6) Validating the ALLL Methodology.
Policies and Procedures
Financial institutions utilize a wide range of policies.
procedures. and control systems in their ALLL process. Sound policies
should be appropriately tailored to the size and complexity of the
institution and its loan portfolio.
In order for an institution's ALLL methodology to be effective. the
institution's written policies and procedures for the systems and
controls that maintain an appropriate ALLL should address but not be
limited to:
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. (1) The roles and responsibilities of the institution's departments
and personnel (including the lending function, credit review, financial
reporting, internal audit, senior management, audit committee, board of
directors, and others, as applicable) who determine, or review, as
applicable, the ALLL to be reported in the financial statements;
(2) The institution's accounting policies for loans and loan
losses, including the policies for charge-offs and recoveries and for
estimating the fair value of collateral, where applicable;
(3) The description of the institution's systematic methodology,
which should. be consistent with the institution's accounting policies
for determining its ALLL;\9\ and
\9\ Further explanation is presented in the Methodology section
that appears below.

(4) The system of internal controls used to ensure that the ALLL
process is maintained in accordance with GAAP and supervisory guidance.
An internal control system for the ALLL estimation process should:
(1) Include measures to provide assurance regarding the reliability
and integrity of information and compliance with laws, regulations, and
internal policies and procedures;
(2) Reasonably assure that the institution's financial statements
(including regulatory reports) are prepared in accordance with GAAP and
ALLL supervisory guidance;\10\ and

\10\ In addition to the supporting documentation requirements
for financial institutions, as described in interagency asset
quality guidelines, public companies are required to comply with the
books and records provisions of the Securities Exchange Act of 1934
(Exchange Act). Under Sections 13(b)(2)-(7) of the Exchange Act,
registrants must make and keep books, records, and accounts, which,
in reasonable detail, accurately and fairly reflect the transactions
and dispositions of assets of the registrant. Registrants also must
maintain internal accounting controls that are sufficient to provide
reasonable assurances that, among other things, transactions are
recorded as necessary to permit the preparation of financial
statements in conformity with GAAP. See also SEC Staff Accounting
Bulletin No. 99, Materiality.

(3) Include a well-defined loan review process containing:
(a) An effective loan grading system that is consistently applied,
identifies differing risk characteristics and loan quality problems
accurately and in a timely manner, and prompts appropriate
administrative actions;
(b) Sufficient internal controls to ensure that all relevant loan
review information is appropriately considered in estimating losses.
This includes maintaining appropriate reports, details of reviews
performed, and identification of personnel involved; and
(c) Clear formal communication and coordination between an
institution's credit administration function, financial reporting
group, management, board of directors, and others who are involved in
the ALLL determination or review process, as applicable (e.g., written
policies and procedures, management reports, audit programs, and
committee minutes).
Methodology
An ALLL methodology is a system that an institution designs and
implements to reasonably estimate loan and lease losses as of the
financial statement date. It is critical that ALLL methodologies
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incorporate management's current judgments about the credit quality of
the loan portfolio through a disciplined and consistently applied
process.
An institution's ALLL methodology is influenced by institutionspecific factors, such as an institution's size, organizational
structure, business environment and strategy. management style, loan
portfolio characteristics. loan administration procedures. and
management information systems. However. there are certain common
elements an institution should incorporate in its ALLL methodology. A
summary of <?ommon elements is provided in Appendix 8.\11\

\11\ Also. refer to paragraph 7.05 of the AICPA Audit Guide.
Documentation of ALLL Methodology in Written Policies and Procedures
An institution's written policies and procedures should describe
the primary elements of the institution's ALLL methodology. including
portfolio segmentation and impairment measurement. In order for an
institution's ALLL methodology to be effective. the institution's
written policies and procedures should describe the methodology:
(1) For segmenting the portfolio:
(a) How the segmentation process is performed (Le.• by loan type.
industry. risk rates. etc.).
(b) When a loan grading system is used to segment the portfolio:
(i) The definitions of each loan grade,
(ii) A reconciliation of the internal loan grades to supervisory
loan grades. and
(iii) The delineation of responsibilities for the loan grading
system.
(2) For determining and measuring impairment under FAS 114:
(a) The methods used to·identify loans to be analyzed individually;
(b) For individually reviewed loans that are impaired. how the
amount of any impairment is determined and measured. including:
(i) Procedures describing the impairment measurement techniques
available and
(ii) Steps performed to determine which technique is most
appropriate in a given situation.
(e) The methods used to determine whether and how loans
individually evaluated under FAS 114, but not considered to be
individually impaired. should be grouped with other loans that share
common characteristics for impairment evaluation under FAS 5.
(3) For determining and measuring impairment under FAS 5:
(a) How loans with similar characteristics are grouped to be
evaluated for loan collectibility (such as loan type. past-due status.
and risk);
(b) How loss rates are determined (e.g.• historical loss rates
adjusted for environmental factors or migration analysis) and what
factors are considered when establishing appropriate time frames over
which to evaluate loss experience; and
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(c) Descriptions of qualitative factors (e.g.• industry.
geographical. economic. and political factors) that may affect loss
rates or other loss measurements.
The supporting documents for the ALLL may be integrated in an
institution's credit files. loan review reports or worksheets. board of
directors' and committee meeting minutes. computer reports. or other
appropriate documents and files.
AlLL Under FAS 114
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An institution's ALLL methodology related to FAS 114 loans begins
with the use of its normal loan review procedures to identify whether a
loan is impaired as defined by the accounting standard. Institutions
should document:
(1) The method and process for identifying loans to be evaluated
under FAS 114 and
(2) The analysis that resulted in an impairment decision for each
loan and the determination of the impairment measurement method to be
used (Le., present value of expected future cash flows, fair value of
collateral less costs to sell, or the loan's observable market price).
Once an in"stitution has determined which of the three available
measurement methods to use for an impaired loan under FAS 114, it
should maintain supporting documentation as follows:
(1) When using the present value of expected future cash flows
method:
(a) The amount and timing of cash flows,
(b) The effective interest rate used to discount the cash flows,
and
(c) The basis for the determination of cash flows, including
consideration of current environmental factors and other information
reflecting past events and current conditions.
(2) When using the fair value of collateral method:
(a) How fair value was determined, including the use of appraisals,
valuation assumptions, and calculations,
(b) The supporting rationale for adjustments to appraised values,
if any,
(c) The determination of costs to sell, if applicable, and
(d) Appraisal quality, and the expertise and independence of the
appraiser.
(3) When using the observable market price of a loan method:
(a) The amount, source, and date of the observable market price.
Illustration A describes a practice used by a small financial
institution to document its FAS 114 measurement of impairment using a
comprehensive worksheet.\12\ Q&A #1 and #2 in Appendix A provide
examples of applying and documenting impairment measurement methods
under FAS 114.

\12\ The referenced" gray box" illustrations are presented to
assist institutions in evaluating how to implement the guidance
provided in this document. The methods described in the
illustrations may not be suitable for all institutions and are not
considered required processes or actions. For additional
descriptions of key aspects of ALLL guidance, a series of ALLL .
Questions and Answers (Q&As) are included in Appendix A of this
paper.
Begin Text Box-Illustration A (Documenting an ALLL Under FAS
114, Comprehensive worksheet for the impairment measurement
process): A small institution utilizes a comprehensive worksheet for
each loan being reviewed individually under FAS 114. Each worksheet
includes a description of why the loan was selected for individual
review, the impairment measurement technique used, the measurement
calculation, a comparison to the current loan balance, and the
amount of the ALLL for that loan. The rationale for the impairment
measurement technique used (e.g., present value of expected future
cash flows, observable market price of the loan, fair value of the
collateral) is also described on the worksheet. End Text Box
Some loans that are evaluated individually for impairment under FAS
114 may be fully collateralized and therefore require no ALLL. Q&A #3
in Appendix A presents an example of an institution whose loan
portfolio includes fully collateralized loans and describes the
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documentation maintained by that institution to support its conclusion
that no ALLL was needed for those loans.
ALLL Under FAS 5
Segmenting the Portfolio
For loans evaluated on a group basis under FAS 5, management should
segment the loan portfolio by identifying risk characteristics that are
common to groups of loans. Institutions typically decide how to segment
their loan portfolios based on many factors, which vary with their
business strategies as well as their information system capabilities.
Smaller institutions that are involved in less complex activities often
segment the portfolio into broad loan categories. This method of
segmenting the portfolio is likely to be appropriate in only small
institutions offering a narrow range of loan products. Larger
institutions typically offer a more diverse and complex mix of loan
products. Such institutions may start by segmenting the portfolio into
major loan types but typically have more detailed information available
that allows them to further segregate the portfolio into product line
segments based on the risk characteristics of each portfolio segment.
Regardless of the segmentation method used, an institution should
maintain documentation to support its conclusion that the loans in each
segment have similar attributes or characteristics.
As economic and other business conditions change, institutions
often modify their business strategies, which may result in adjustments
to the way in which they segment their loan portfolio for purposes of
estimating loan losses. Illustration B presents an example in which an
institution refined its segmentation method to more effectively
consider risk factors and maintains documentation to support this
change.
Begin Text Box-Illustration B (Documenting Segmenting
Practices, Documenting a refinement in a segmentation method): An
institution with a significant portfolio of consumer loans performed
a review of its ALLL methodology. The institution had determined its
ALLL based upon historical loss rates in the overall consumer
portfolio. The ALLL methodology was validated by comparing actual
loss rates (charge-offs) for the past two years to the estimated
loss rates. During this process, the institution decided to evaluate
loss rates on an individual product basis (e.g., auto loans,
unsecured loans, or home equity loans). This analysis disclosed
significant differences in the loss rates on different products.
With this additional information, the methodology was amended in the
current period to segment the portfolio by product, resulting in a
better estimation of the loan losses associated with the portfolio.
To support this change in segmentation practice, the credit review
committee records contain the analysis that was used as a basis for
the change and the written report describing the need for the change
End Text Box.
Institutions use a variety of documents to support the segmentation
of their portfolios. Some of these documents include:
(1) Loan trial balances by categories and types of loans,
(2) Management reports about the mix of loans in the portfolio,
(3) Delinquency and nonaccrual reports, and
(4) A summary presentation of the results of an internal or
external loan grading review.
Reports generated to assess the profitability of a loan product
line may be useful in identifying areas in which to further segment the
portfolio.
Estimating Loss on Groups of Loans
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Based on the segmentation of the loan portfolio, an institution
should estimate the FAS 5 portion of its ALLL. For those segments that
require an ALLL,\13\ the
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institution should estimate the loan and lease losses, on at least a
quarterly basis, based upon its ongoing loan review process and
analysis of loan performance. The institution should follow a
systematic and consistently applied approach to select the most
appropriate loss measurement methods and support its conclusions and
rationale with written documentation. Regardless of the methods used to
measure losses, an institution should demonstrate and document that the
loss measurement methods used to estimate the ALLL for each segment are
determined in accordance with GAAP as of the financial statement
date.\14\

\13\ An example of a loan segment that does not generally
require an ALLL is loans that are fully secured by deposits
maintained at the lending institution.
\14\ Refer to paragraph 8(b) of FAS 5. Also, the AICPA is
currently developing a Statement of Position that will provide more
specific guidance on accounting for loan losses.

One method of estimating loan losses for groups of loans is through
the application of loss rates to the groups' aggregate loan balances.
Such loss rates typically reflect the institution's historical loan
loss experience for each group of loans, adjusted for relevant
environmental factors (e.g., industry, geographical, economic, and
political factors) over a defined period of time. If an institution
does not have loss experience of its own, it may be appropriate to
reference the loss experience of other institutions, provided that the
institution demonstrates that the attributes of the loans in its
portfolio segment are similar to those of the loans included in the
portfolio of the institution providing the loss experience.\15\
Institutions should maintain supporting documentation for the technique
used to develop their loss rates, including the period of time over
which the losses were incurred. If a range of loss is determined,
institutions should maintain documentation to support the identified
range and the rationale used for determining which estimate is the best
estimate within the range of loan losses. An example of how a small
institution performs a comprehensive historical loss analysis is
provided as the first item in Illustration C.

\15\ Refer to paragraph 23 of FAS 5.
Before employing a loss estimation model, an institution should
evaluate and modify, as needed, the model's assumptions to ensure that
the resulting loss estimate is consistent with GAAP. In order to
demonstrate consistency with GAAP, institutions that use loss
estimation models typically document the evaluation, the conclusions
regarding the appropriateness of estimating loan losses with a model or
other loss estimation tool, and the support for adjustments to the
model or its results.
Begin Text Box-Illustration C (Documenting the Setting. of Loss
Rates, First Illustration, Comprehensive loss analysis in a small
institution): A small institution determines its loss rates based on
loss rates over a three-year historical period. The analysis is
conducted by type of loan and is further segmented by originating
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branch office. The analysis considers charge-ofts and recoveries in
determining the loss rate. The institution also considers the loss
rates for each loan grade and compares them to historical losses on
similarly rated loans in arriving at the historical loss factor. The
institution maintains supporting documentation for its loss factor
analysis, including historical losses by type of loan, originating
branch office, and loan grade for the three-year period.
(Second Illustration, Adjustment of loss rates for changes in
local economic conditions): An institution develops a factor to
adjust loss rates for its assessment of the impact of changes in the
local economy. For example, when analyzing the loss rate on
commercial real estate loans, the assessment identifies changes in
recent commercial building occupancy rates. The institution
generally finds the occupancy statistics to be a good indicator of
probable losses on these types of loans. The institution maintains
documentation that summarizes the relationship between current
occupancy rates and its loss experience. End Text Box
In developing loss measurements, institutions should consider the
impact of current environmental factors and then document which factors
were used in the analysis and how those factors affected the loss
measurements. Factors that should be considered in developing loss
measurements include the following:\16\

\16\ Refer to paragraph 7.13 in the AICPA Audit Guide.

(1) Levels of and trends in delinquencies and impaired loans;
(2) Levels of and trends in charge-ofts and recoveries;
(3) Trends in volume and terms of loans;
(4) Effects of any changes in risk selection and underwriting
standards, and other changes in lending policies, procedures, and
practices;
(5) Experience, ability, and depth of lending management and other
relevant staff;
. (6) National and local economic trends and conditions;
(7) Industry conditions; and
(8) Effects of changes in credit concentrations.
For any adjustment of loss measurements for environmental factors,
the institution should maintain sufficient, objective evidence to
support the amount of the adjustment and to explain why the adjustment
is necessary to reflect current information, events, circumstances, and
conditions in the loss measurements.
The second item in Illustration C provides an example of how an
institution adjusts its commercial real estate historical loss rates
for changes in local economic conditions. Q&A #4 in Appendix A provides
an example of maintaining supporting documentation for adjustments to
portfolio segment loss rates for an environmental factor related to an
economic downturn in the borrower's primary industry. Q&A #5 in
Appendix A describes one institution's process for determining and
documenting an ALLL for loans that are not individually impaired but
have characteristics indicating there are loan losses on a group basis.
Consolidating the Loss Estimates
To verify that ALLL balances are presented fairly in accordance
with GAAP and are auditable, management should prepare a document that
summarizes the amount to be reported in the financial statements for
the ALLL. The board of directors should review and approve this
summary.
Common elements in such summaries include:
(1) The estimate of the probable loss or range of loss incurred for
each category evaluated (e.g., individually evaluated impaired loans,
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homogeneous pools, and other groups of loans that are collectively
evaluated for impairment);
(2) The aggregate probable loss estimated using the institution's
methodology;
(3) A summary of the current ALLL balance;
(4) The amount, if any, by which the ALLL is to be adjusted;\17\
and
\17\ Subsequent to adjustments, there should be no material
differences between the consolidated loss estimate, as determined by
the methodology, and the final ALLL balance reported in the
financial statements.
(5) Depending on the level of detail that supports the ALLL
analysis, detailed subschedules of loss estimates that reconcile to the
summary schedule.
Illustration D describes how an institution documents its estimated
ALLL by adding comprehensive explanations to its summary schedule.
Begin Text Box--lIIustration D (Summarizing Loss Estimates,
Descriptive comments added to the consolidated ALLL summary
schedule): To simplify the supporting documentation process and to
eliminate redundancy, an institution adds detailed supporting
information to its summary schedule. For example, this institution's
board of directors receives, within the body of the ALLL summary
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schedule, a brief description of the institution's policy for
selecting loans for evaluation under FAS 114. Additionally, the
institution identifies which FAS 114 impairment measurement method
was used for each individually reviewed impaired loan. Other items
on the schedule include a brief description of the loss factors for
each segment of the loan portfolio, the basis for adjustments to
16ss rates, and explanations of changes in ALLL amounts from period
to period, including cross-references to more detailed supporting
documents. End Text Box
Generally, an institution's review and approval process for the
ALLL relies upon the data provided in these consolidated summaries.
There may be instances in which individuals or committees that review
the ALLL methodology and resulting allowance balance identify
adjustments that need to be made to the loss estimates to provide a
better estimate of loan losses. These changes may be due to information
not known at the time of the initial loss estimate (e.g., information
that surfaces after determining and adjusting, as necessary, historical
loss rates, or a recent decline in the marketability of property after
conducting a FAS 114 valuation based upon the fair value of
collateral). It is important that these adjustments are consistent with
GAAP and are reviewed and approved by appropriate personnel.
Additionally, the summary should provide each subsequent reviewer with
an understanding of the support behind these adjustments. Therefore,
management should document the nature of any adjustments and the
underlying rationale for making the changes. This documentation should
be provided to those making the final determination of the ALLL amount.
Q&A #6 in Appendix A addresses the documentation of the final amount of
the ALLL.
Validating the ALLL Methodology
An institution's ALLL methodology is considered valid when it
accurately estimates the amount of loss contained in the portfolio.
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Thus, the institution's methodology should include procedures that
adjust loss estimation methods to reduce differences between estimated
losses and actual subsequent charge-offs, as necessary.
To verify that the ALLL methodology is valid and conforms to GAAP
and supervisory guidance, an institution's directors should establish
internal control policies, appropriate for the size of the institution
and the type and compleXity of its loan products. These policies should
include procedures for a review, by a party who is independent of the
ALLL estimation process, of the ALLL methodology and its application in
order to confi.rm its effectiveness.
In practice, financial institutions employ numerous procedures when
validating the reasonableness of their ALLL methodology and determining
whether there may be deficiencies in their overall methodology or loan
grading process. Examples are:
(1) A review of trends in loan volume, delinquencies,
restructurings, and concentrations.
(2) A review of previous charge-off and recovery history, including
an evaluation of the timeliness of the entries to record both the
charge-offs and the recoveries.
(3) A review by a party that is independent of the ALLL estimation
process. This often involves the independent party reviewing, on a test
basis, source documents and underlying assumptions to determine that
the established methodology develops reasonable loss estimates.
(4) An evaluation of the appraisal process of the underlying
collateral. This may be accomplished by periodically comparing the
appraised value to the actual sales price on selected properties sold.
Supporting Documentation for the Validation Process
Management usually supports the validation process with the
workpapers from the ALLL review function. Additional documentation
often includes the summary findings of the independent reviewer. The
institution's board of directors, or its designee, reviews the findings
and acknowledges its review in its meeting minutes. If the methodology
is changed based upon the findings of the validation process,
documentation that describes and supports the changes should be
maintained.
Appendix A--ALLL Questions and Answers
Introduction
The Questions and Answers (Q&As) presented in this appendiX
serve several purposes, including (1) To illustrate the banking
agencies' views, as set forth in this Policy Statement, about the
types of decisions, determinations, and processes an institution
should document with respect to its ALLL methodology and amounts;
and (2) to illustrate the types of ALLL documentation and processes
an institution might prepare, retain, or use in a particular set of
circumstances. The level and types of documentation described in the
Q&As should be considered neither the minimum acceptable level of
documentation nor an all-inclusive list. Institutions are expected
to apply the guidance in this Policy Statement to their individual
facts, circumstances, and situations. If an institution's fact
pattern differs from the fact patterns incorporated in the following
Q&As, the institution may decide to prepare and maintain different
types of documentation than did the institutions depicted in these
Q&As.
Q&A #1-ALLL Under FAS 114-Measuring and Documenting Impairment
Facts: ApprOXimately one-third of Institution A's commercial
loan portfolio consists of large balance, non-homogeneous loans. Due
to their large individual balances, these loans meet the criteria
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under Institution A's policies and procedures for individual review
for impairment under FAS 114. Upon review of the large balance
loans, Institution A determines that certain of the loans are
impaired as defined by FAS 114.
Question: For the commercial loans reviewed under FAS 114 that
are individually impaired, how should Institution A measure and
document the impairment on those loans? Can it use an impairment
measurement method other than the methods allowed by FAS 114?
Interpretive Response: For those loans that are reviewed
individually under FAS 114 and considered individually impaired,
Institution A must use one of the methods for measuring impairment
that is specified by FAS 114 (that is, the present value of expected
future cash flows, the loan's observable market price, or the fair
value of collateral). Accordingly, in the circumstances described
above, for the loans considered individually impaired under FAS 114,
it would not be appropriate for Institution A to choose a
measurement method not prescribed by FAS 114. For example, it would
not be appropriate to ·measure loan impairment by applying a loss
rate to each loan based on the average historical loss percentage.
for all of its commercial loans for the past five years.
Institution A should maintain, as sufficient, objective
evidence, written documentation to support its measurement of loan
impairment under FAS 114. If Institution A uses the present value of
expected future cash flows to measure impairment of a loan, it
should document the amount and timing of cash flows, the effective
interest rate used to discount the cash flows, and the basis for the
determination of cash flows, including consideration of current
environmental factor \1\ and other information reflecting past
events and current conditions. If Institution A uses the fair value
of collateral to measure impairment, it should document how it
determined the fair value, including the use of appraisals,
valuation assumptions and calculations, the supporting rationale for
adjustments to appraised values, if any, and the determination of
costs to sell, if applicable, appraisal quality, and the expertise
and independence of the appraiser. Similarly, Institution A should
document the amount, source, and date of the observable
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market price of a loan, if that method of measuring loan impairment
is used.

\1\ Question #16 in Exhibit 0-80A of EITF Topic 0-80 and
attachments indicates that environmental factors include existing
industry, geographical, economic, and political factors.

Q&A #2-ALLL Under FAS 114-Measuring Impairment for a Collateral
Dependent Loan
Facts: Institution B has a $10 million loan outstanding to
Company X that is secured by real estate, which Institution B
individually evaluates under FAS 114 due to the loan's size. Company
X is delinquent in its loan payments under the terms of the loan
agreement. Accordingly, Institution B determines that its loan to
Company X is impaired, as defined by FAS 114. Because the loan is
collateral dependent, Institution B measures impairment of the loan
based on the fair value of the collateral. Institution B determines
that the most recent valuation of the collateral was performed by an
appraiser eighteen months ago and, at that time, the estimated value
of the collateral (fair value less costs to sell) was $12 million.
Institution B believes that certain of the assumptions that were
used to value the collateral eighteen months ago do not reflect
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current market conditions and. therefore. the appraiser's valuation
does not approximate current fair value of the collateral. Several
buildings. which are comparable to the real estate collateral. were
recently completed in the area. increasing vacancy rates, decreasing
lease rates. and attracting several tenants away from the borrower.
Accordingly, credit review personnel at Institution B adjust certain
of the valuation assumptions to better reflect the current market
conaitions as they relate to the loan's collateral.\2\ After
adjusting the collateral valuation assumptions. the credit review
department determines that the current estimated fair value of the
collateral. less costs to sell. is $8 million. Given that the
recorded investment in the loan is $10 million. Institution B
concludes that the loan is impaired by $2 million and records an
allowance for loan losses of $2 million.

\2\ When reviewing collateral dependent loans. Institution B may
often find it more appropriate to obtain an updated appraisal to
estimate the effect of current market conditions on the appraised
value instead of internally estimating an adjustment.

Question: What type of documentation should Institution B
maintain to support its determination of the allowance for loan
losses of $2 million for the loan to Company X?
Interpretive Response: Institution B should document that it
measured impairment of the loan to Company X by using the fair value
of the loan's collateral, less costs to sell. which it estimated to
be $8 million. This documentation should include the institution's
rationale and basis for the $8 million valuation. including the
revised valuation assumptions it used. the valuation calculation.
and the determination of costs to sell, if applicable. Because
Institution B arrived at the valuation of $8 million by modifying an
earlier appraisal, it should document its rationale and basis for
the changes it made to the valuation assumptions that resulted in
the collateral value declining from $12 million eighteen months ago
to $8 million in the current period.\3\

\3\ In accordance with the FFIEC's Federal Register Notice,
Implementation Issues Arising from FASB No. 114.....Accounting by
Creditors for Impairment of a Loan." published February 10. 1995
(60 FR 7966. February 10. 1995). impaired. collateral-dependent
loans must be reported at the fair value of coliateral,less costs
to sell. in regulatory reports. This treatment is to be applied to
all collateral-dependent loans. regardless of type of collateral.

Q&A #3-ALLL Under FAS 114-Fully Collateralized Loans
Facts: Institution C has $10 million in loans that are fully
collateralized by highly rated debt securities with readily
determinable market values. The loan agreement for each of these
loans requires the borrower to provide qualifying collateral
sufficient to maintain a loan-to-value ratio with sufficient margin
to absorb volatility in the securities' market prices. Institution
CiS collateral department has physical control of the debt
securities through safekeeping arrangements. In addition.
Institution C perfected its security interest in the collateral when
the funds were originally distributed. On a quarterly basis.
Institution CiS credit administration function determines the market
value of the collateral for each loan using two independent market
quotes and compares the collateral value to the loan carrying value.
If there are any collateral deficiencies. Institution C notifies the
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borrower and requests that the borrower immediately remedy the
deficiency. Due in part to its efficient operation, Institution C
has historically not incurred any material losses on these loans.
Institution C believes these loans are fully-collateralized and
therefore does not maintain any ALLL balance for these loans.
Question: What documentation does Institution C maintain to
adequately support its determination that no allowance is needed for
this group of loans?
Interpretive Response: Institution C's management summary of the
ALLL includes documentation indicating that, in accordance with the
institution's ALLL policy, the collateral protection on these loans
has been verified by the institution, no probable loss has been
incurred, and no ALLL is necessary. Documentation in Institution C's
loan files includes the two independent market quotes obtained each
quarter for each loan's collateral amount, the documents evidencing
the perfection of the security interest in the collateral, and other
relevant supporting documents. Additionally, Institution C's ALLL
policy includes a discussion of how to determine when a loan is
considered "fully collateralized" and does not require an ALLL.
Institution C's policy requires the following factors to be
considered and the institution's findings concerning these factors
to be fully documented:
(1) Volatility of the market value of the collateral;
(2) Recency and reliability of the appraisal or other valuation
(3) Recency of the institution's or third party's inspection of
the collateral
(4) Historical losses on similar loans;
(5) Confidence in the institution's lien or security position
including appropriate:
(a) Type of security perfection (e.g., physical possession of
collateral or secured filing);
(b) Filing of security perfection (Le., correct documents and
with the appropriate officials); and
(c) Relationship to other liens; and
(6) Other factors as appropriate for the loan type.
Q&A #4--ALLL Under FAS 5--Adjusting Loss Rates
Facts: Institution D's lending area includes a metropolitan area
that is financially dependent upon the profitability of a number of
manufacturing businesses. These businesses use highly specialized
equipment and significant quantities of rare metals in the
manufacturing process. Due to increased low-cost foreign
competition, several of the parts suppliers servicing these
manufacturing firms declared bankruptcy. The foreign suppliers have
subsequently increased prices and the manufacturing firms have
suffered from increased equipment maintenance costs and smaller
profit margins. Additionally, the cost of the rare metals used in
the manufacturing process increased and has now stabilized at double
last year's price. Due to these events, the manufacturing businesses
are experiencing financial difficulties and have recently announced
downsizing plans.
.
Although Institution D has yet to confirm an increase in its
loss experience as a result of these events, management knows that
it lends to a significant number of businesses and individuals whose
repayment ability depends upon the long-term viability of the
manufacturing businesses. Institution D's management has identified
particular segments of its commercial and consumer customer bases
that include borrowers highly dependent upon sales or salary from
the manufacturing businesses. Institution D's management performs an
analysis of the affected portfolio segments to adjust its historical
loss rates used to determine the ALLL. In this particular case,
Institution D has experienced similar business and lending
conditions in the past that it can compare to current conditions.
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Question: How should Institution D document its support for the
loss rate adjustments that result from considering these
manufacturing firms' financial downturns?
Interpretive Response: Institution D should document its
identification of the particular segments of its commercial and
consumer loan portfolio for which it is probable that the
manufacturing business' financial downturn has resulted in loan
losses. In addition, Institution D should document its analysis that
resulted in the adjustments to the loss rates for the affected
portfolio segments. As part of its documentation, Institution D
maintains copies of the documents supporting the analysis, including
relevant newspaper articles, economic reports, economic data, and
notes from discussions with individual borrowers.
Because in this case Institution D has had similar situations in
the past, its supporting documentation also includes an analysis of
how the current conditions compare to its previous loss experiences
in similar circumstances. As part of its effective ALLL methodology,
Institution D creates a
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summary of the amount and rationale for the adjustment factor, which
management presents to the audit committee and board for their
review and approval prior to the issuance of the financial
statements.
Q&A #5--ALLL Under FAS 5--Estimating Losses on Loans Individually
Reviewed for Impairment But Not Considered Individually Impaired
Facts: Institution E has outstanding loans of $2 million to
Company Y and $1 million to Company Z, both of which are paying as
agreed upon in the loan documents. The institution's ALLL policy
specifies that all loans greater than $750,000 must be individually
reviewed for impairment under FAS 114. Company yes financial
statements reflect a strong net worth, good profits, and ongoing
ability to meet debt service requirements. In contrast, recent
information indicates Company Z's profitability is declining and its
cash flow is tight. Accordingly, this loan is rated substandard
under the institution's loan grading system. Despite its concern,
management believes Company Z will resolve its problems and
determines that neither loan is individually impaired as defined by
FAS 114.
Institution E segments its loan portfolio to estimate loan
losses under FAS 5. Two of its loan portfolio segments are Segment 1
and Segment 2. The loan to Company Y has risk characteristics
similar to the loans included in Segment 1 and the loan to Company Z
has risk characteristics similar to the loans included in Segment
2.\4\

\4\ These groups of loans do not include any loans that have
been individually reviewed for impairment under FAS 114 and
determined to be impaired as defined by FAS 114.

---------------------

In its determination of the ALLL under FAS 5, Institution E
includes its loans to Company Y and Company Z in the groups of loans
with similar characteristics (Le., Segment 1 for Company Y's loan
and Segment 2 for Company Z's loan). Management's analyses of
Segment 1 and Segment 2 indicate that it is probable that each
segment includes some losses, even though the losses cannot be
identified to one or more specific loans. Management estimates that
the use of its historical loss rates for these two segments, with
adjustments for changes in environmental factors provides a
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reasonable estimate of the institution's probable loan losses in
these segments.
Question: How does Institution E adequately documel1t an ALLL
under FAS 5 for these loans that were individually reviewed for
impairment but are not considered individually impaired?
Interpretive Response: As part of Institution E's effective ALLL
methodology, it documents the decision to include its loans to
Company Y and Company Z in its determination of its ALLL under FAS
5. It also documents the specific characteristics of the loans that
were the basis for grouping these loans with other loans in Segment
1 and Segment 2, respectively. Institution E maintains documentation
to support its method of estimating loan losses for Segment 1 and
Segment 2, including the average loss rate used, the analysis of
historical losses by loan type and by internal risk rating, and
support for any adjustments to its historical loss rates. The
institution also maintains copies of the economic and other reports
that provided source data.
Q&A #6-Consolidating the Loss Estimates--Documenting the Reported
ALLL
Facts: Institution F determines its ALLL using an established
systematic process. At the end of each period, the accounting
department prepares a summary schedule that includes the amount of
each of the components of the ALLL, as well as the total ALLL
amount, for review by senior management, the Credit Committee, and,
ultimately, the board of directors. Members of senior management and
the Credit Committee meet to discuss the ALLL. During these
discussions, they identify changes that are required by GAAP to be
made to certain of the ALLL estimates. As a result of the
adjustments made by senior management, the total amount of the ALLL
changes. However, senior management (or its designee) does not
update the ALLL summary schedule to reflect the adjustments or
reasons for the adjustments. When performing their audit of the
financial statements, the independent accountants are provided with
the original ALLL summary schedule that was reviewed by senior
management and the Credit Committee, as well as a verbal explanation
of the changes made by senior management and the Credit Committee
when they met to discuss the loan loss allowance.
Question: Are Institution F's documentation practices related to
the balance of its loan loss allowance in compliance with existing
documentation guidance in this area?
Interpretive Response: No. An institution must maintain
supporting documentation for the loan loss allowance amount reported
in its financial statements. As illustrated above, there may be
instances in which ALLL reviewers identify adjustments that need to
be made to the loan loss estimates. The nature of the adjustments,
how they were measured or determined, and the underlying rationale
for making the changes to the ALLL balance should be documented.
Appropriate documentation of the adjustments should be provided to
the board of directors (or its designee) for review of the final
ALLL amount to be reported in the financial statements. For
institutions subject to external audit, this documentation should
also be made available to the independent accountants. If changes
frequently occur during management or credit committee reviews of
the ALLL, management may find it appropriate to analyze the reasons
for the frequent changes and to reassess the methodology the
institution uses.
Appendix B-Application of GAAP
An ALLL recorded pursuant to GAAP is an institution's best
estimate of the probable amount of loans and lease-financing
receivables that it will be unable to collect based on current
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information and events.\1\ A creditor should record an ALLL when the
criteria for accrual of a loss contingency as set forth in GAAP have
been met. Estimating the amount of an ALLL involves a high degree of
management judgment and is inevitably imprecise. Accordingly. an
institution may determine that the amount of loss falls within a
range. An institution should record its best estimate within the
range of loan 10sses.\2\

\1\ This Appendix provides guidance on the ALLL and does not
address allowances for credit losses for off-balance sheet
instruments (e.g .• loan commitments. guarantees. and standby letters
of credit). Institutions should record liabilities for these
exposures in accordance with GAAP. Further guidance on this topic is
presented in the American Institute of Certified Public Accountants'
Audit and Accounting Guide. Banks and Savings Institutions. 2000
edition (AICPA Audit Guide). Additionally. this Appendix does not
address allowances or accounting for assets or portions of assets
sold with recourse. which is described in Statement of Financial
Accounting Standards No. 140. Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities--a
Replacement of FASB Statement No. 125 (FAS 140).
\2\ Refer to FASB Interpretation No. 14. Reasonable Estimation
of the Amount of a Loss. and Emerging Issues Task Force Topic No. 080. Application of FASS Statements No.5 and No. 114 to a Loan
Portfolio (EITF Topic 0-80).

Under GAAP. Statement of Financial Accounting Standards No.5.
Accounting for Contingencies (FAS 5). provides the basic guidance
for recognition of a loss contingency, such as the collectibility of
loans (receivables), when it is probable that a loss has been
incurred and the amount can be reasonably estimated. Statement of
Financial Accounting Standards No. 114, Accounting by Creditors for
Impairment of a Loan (FAS 114) provides more specific guidance about
the measurement and disclosure of impairment for certain types of
loans.\3\ Specifically, FAS 114 applies to loans that are identified
for evaluation on an individual basis. Loans are considered impaired
when. based on current information and events, it is probable that
the creditor will be unable to collect all interest and principal
payments due according to the contractual terms of the loan
agreement.

\3\ EITF Topic 0-80 includes additional guidance on the
requirements of FAS 5 and FAS 114 and how they relate to each other.
The AICPA is currently developing a Statement of Position (SOP) that
will provide more specific guidance on accounting for loan losses.
For individually impaired loans, FAS 114 provides guidance on
the acceptable methods to measure impairment. Specifically. FAS 114
states that when a loan is impaired, a creditor should measure
impairment based on the present value of expected future principal
and interest cash flows discounted at the loan's effective interest
rate, except that as a practical expedient, a creditor may measure
impairment based on a loan's observable market price or the fair
value of collateral. if the loan is collateral dependent. When
developing the estimate of expected future cash flows for a loan, an
institution should consider all available information reflecting
past events and current conditions. including the effect of existing
environmental factors. The following Illustration provides an
example of an institution estimating a loan's impairment when the
loan has been partially charged-off.
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Begin Text Box-Illustration (Interaction of FAS 114 With an
Adversely Classified Loan, Partial Charge-off, and the Overall
ALLL): An institution determined that a collateral dependent loan,
which it identified for evaluation, was impaired. In accordance with
FAS 114, the institution established an ALLL for the amount that the
recorded investment in the loan exceeded the fair value of the
underlying collateral, less costs to sell. Consistent with relevant
regulatory guidance, the institution classified as .... Loss," the
portion of the recorded investment deemed to be the confirmed loss
and classified the remaining recorded investment as .... Substandard."
For this loan, the amount classified .... Loss" was less than the
impairment amount (as determined under FAS 114). The institution
charged off the .... Loss" portion of the loan. After the charge-off,
the portion of the ALLL related to this ....Substandard" loan (1)
reflects an appropriate measure of impairment under FAS 114, and (2)
is included in the aggregate FAS 114 ALLL for all loans that were
identified for evaluation and individually considered impaired. The
aggregate FAS 114 ALLL is included in the institution's overall
ALLL. End Text Box
Large groups of smaller-balance homogeneous loans that are
collectively evaluated for impairment are not included in the scope
of FAS 114.\4\ Such groups of loans may include, but are not limited
to, credit card, residential mortgage, and consumer installment
loans. FAS 5 addresses the accounting for impairment of these loans.
Also, FAS 5 provides the accounting guidance for impairment of loans
that are not identified for evaluation on an individual basis and
loans that are individually evaluated but are not individually
considered impaired.

. \4\ In addition, FAS 114 does not apply to loans measured at
fair value or at the lower of cost or fair value, leases, or debt
securities.

Institutions should ensure that they do not layer their loan
loss allowances. Layering is the inappropriate practice of recording
in the ALLL more than one amount for the same probable loan loss.
Layering can happen when an institution includes a loan in one
segment, determines its best estimate of loss for that loan either
individually or on a group basis (after taking into account all
appropriate environmental factors, conditions, and events), and then
includes the loan in another group, which receives an additional
ALLL amount.\5\

\5\ According to the Federal Financial Institutions Examination
Council's Federal Register Notice, Implementation Issues Arising
from FASB Statement No. 114, Accounting by Creditors for Impairment
of a Loan, published February 10, 1995, institution-specific issues
should be reviewed when estimating loan losses under FAS 114. This
analysis should be conducted as part of the evaluation of each
individual loan reviewed under FAS 114 to avoid potential ALLL
layering.

While different institutions may use different methods, there
are certain common elements that should be included in any loan loss
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3110wance methodology. Generally, an institution's methodology
;hould:\6\

\6\ Refer to paragraph 7.05 of the AICPA Audit Guide.

(1') Include a detailed analysis of the loan portfolio, performed
on a regular basis;
(2) Consiqer all loans (whether on an individual or group
oasis);
(3) Identify loans to be evaluated for impairment on an
ndividual basis under FAS 114 and segment the remainder of the
";Jortfolio into groups of loans with similar risk characteristics for
evaluation and analysis under FAS 5;
(4) Consider all known relevant internal and external factors
that may affect loan collectibility;
(5) Be applied consistently but, when appropriate, be modified
for new factors affecting collectibility;
(6) Consider the particular risks inherent in different kinds of
lending;
(7) Consider current collateral values (less costs to sell),
where applicable;
(8) Require that analyses, estimates, reviews and other ALLL
methodology functions be performed by competent and well-trained
personnel;
(9) Be based on current and reliable data;
(10) Be well documented, in writing, with clear explanations of
the supporting analyses and rationale; and
(11) Include a systematic and logical method to consolidate the
loss estimates and ensure the ALLL balance is recorded in acqordance
with GAAP.
A systematic methodology that is properly designed and
implemented should result in an institution's best estimate of the
ALLL. Accordingly, institutions should adjust their ALLL balance,
either upward or downward, in each period for differences between
the results of the systematic determination process and the
unadjusted ALLL balance in the generalledger.\7\
\7\ Institutions should refer to the guidance on materiality in
SEC Staff Accounting Bulletin No. 99, Materiality.
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In 1997, state banking departments and the federal banking agencies
signed agreements to create a streamlined regulatory system for statechartered banks that operate across state lines. The Nationwide Cooperative
Agreement and Nationwide State-Federal Agreement have been signed by
every state banking department in the country.
In 1998, state banking departments responsible for foreign bank
supervision signed two agreements with each other and with the federal
banking agencies to develop a coordinated supervisory program for u.S.
offices of foreign banks. The State FBO Agreement and State-Federal FBD
Agreement provide foreign banks operating in more than one state with the
same supervisory efficiencies available to domestic state-chartered banks.
In 1999, state bank supervisors approved a nationwide agreement to create
a home-state supervisory structure for multi-state trust operations. More
than 41 states have already signed this agreement.
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Regulators Issue Common Form for
Charter and Federal Deposit Insurance Applications
March 11, 2002
To promote consistency and reduce regulatory burden, the Office of the Comptroller of the Currency,
the Office of Thrift Supervision, and the Federal Deposit Insurance Corporation issued a uniform
application form for a charter and federal deposit insurance.
Effective immediately, the "Interagency Charter and Federal Deposit Insurance Application" form will
be used to apply for a national bank or federal savings association charter and for federal deposit
insurance. The agencies also worked closely with the Conference of State Bank Supervisors, and it is
expected that most state banking agencies will use the form as part of their charter application
packages. The new form will eliminate duplicative information requests by consolidating into one
uniform document the reporting requirements of the regulatory agencies.
The new form is part of an ongoing effort by the regulatory agencies to simplify procedures, eliminate
duplicative or outmoded policies, and reduce regulatory burden on financial institutions. In prior years,
the agencies have issued four other common forms to promote uniformity.
A copy of the final form is available from any of the agencies or on the Internet at
http://vvww.occ.treas.gov/corpapps/forms.htm; http://vvww.ots.treas:..9.ov;
http://vvww.fdic.gov/regulations/resources/institution/index. html; and at http://vvww.csbs.org.
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INTERAGENCY CHARTER AND FEDERAL DEPOSIT INSURANCE APPLICATION
Public reporting burden for this collection of information is estimated to average 250 hours per response (125
hours for the charter application and 125 hours for the insurance application), including the time to review
instructions, search, and to review and complete the information collection. Send comments regarding this
burden estimate or any other aspect of this collection of information, including suggestions for reducing this
burden to: Office of the Executive Secretary, Federal Deposit Insurance Corporation, 550 17th Street, NW,
Washington, DC 20429; Licensing Policy and Systems Division, Comptroller of the Currency, 250 E Street, S.W.,
Washington, DC 20219; or Office of Examination Policy, Office of Thrift Supervision, 1700 G Street, N.W.,
Washington, DC 20552; and to the Office of Management and Budget., Paperwork Reduction Project,
Washington, DC 20503.
An organization or a person is not required to respond to a collection of information unless it displays a currently
valid OMB control number.

GENERAL INFORMATION AND INSTRUCTIONS
Preparation and Use
This application is used to effect a transaction under:
•
•
•
•

Sections 5 and 6 of the Federal Deposit Insurance Act (FDIA), as amended (12 U.S.C.
1815, 1816), for federal deposit insurance.
Section 5(e) of the Home Owners' Loan Act (HOLA), as amended (12 U.S.C. 1464(e)),
for a federal savings association charter.
The National Bank Act, as amended (12 U.S.C. 21 et seq.), for a national bank charter.
The state law for applying for state depository charters, as approved by state regulatory
authorities.

All questions must be answered with complete and accurate information that is subject to verification.
If the answer is "none," "not applicable," or "unknown," so state. Answers of "unknown" should be
explained.
The questions in the application are not intended to limit the Applicant's presentation nor are the
questions intended to duplicate infonnation supplied on another fonn or in an exhibit. For such
infonnation, a cross reference to the information is acceptable. Any such cross-reference must be
made to a specific cite or location in the documents, so the information can be located easily.
Supporting information for all relevant factors, setting forth the basis for Applicant's conclusions,
should accompany the application. The regulatory agency may request additional information.
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This application form collects infonnation that the regulatory agencies will need to evaluate a charter
or insurance application. While most ofthe information will be available when the organizers submit
the application, some information will not be available at that time. Each agency has specific
purposes and different timing requirements in collecting some of this information; for example,
receipt of the organizers' draft policies.. For any question about when to submit a specific item,
organizers should contact the appropriate regulatory agencies to discuss the specific timing for
submission.
The regulatory agency must consider the applicable statutory requirements set forth in the preceding
provisions, as well as applicable regulatory requirements, when acting on this application. For
additional information regarding these statutory and regulatory requirements, as well as processing
procedures and guidelines and any supplemental information that may be required, please refer to
the appropriate regulatory agency's procedural guidelines [i.e., C0/11ptroller's Corporate Manual,
the FDIC's Rules and Regulations (12 C.F.R. 303) and Statement of Policy on "Applications for
Deposit Insurance", the OTS' Applications Processing Handbook, or the application guidelines
for the state in which the Applicant seeks a state charter]. The Applicant may contact the agency
directly for specific instruction or visit their websites at www.fdic.gov, www.occ.treas.gov,
www.ots.treas.gov, and www.csbs.org (through "Links" to each state banking department).
Notice of Publication

The Applicant must publish notice of the proposed organization in a newspaper of general
circulation in the community or communities in which the proposed financial institution will be
located. Contact the appropriate regulatory agency for the specific requirements of the notice of
publication.
Electronic Submission

In addition to an original application and the appropriate number of signed copies, the regulatory
agencies would like to have an electronic copy ofthe information in the application, especially of the
business plan's financial projections. Submission ofan electronic copy is voluntary. It will be used
only for internal review and processing and will not be released to the public. The electronic copy
may be provided on a computer diskette, using common word processing and spreadsheet
software. For E-mail submissions, contact the appropriate regulatory agency for instructions and
information about secure transmission ofconfidential material.
Confidentiality

Any Applicant desiring confidential treatment of specific portions of the application must submit a
request in writing with the application. The request must discuss the justification for the requested
treatment. The Applicant's reasons for requesting confidentiality should specifically demonstrate the
harm (for example, loss ofcompetitive position, invasion ofprivacy) that would result from public

ii
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release ofinfonnation (5 U.S.C. 552 or relevant state law). Infonnation for which confidential
treahnent is requested should be: (I) specifically identified in the public portion of the application (by
reference to the confidential section); (2) separately bound; and (3) labeled "Confidential." The
Applicant should follow the same procedure when requesting confidential treatment for the
subsequent filing of supplemental infonnation to the application.
The Applicant should contact the appropriate regulatory agency for specific instructions regarding
requests for confidential treatment. The appropriate regulatory agency will determine whether the
infonnation will be treated as confidential and will advise the Applicant ofany decision to publicly
release infonnation labeled as "Confidential."

iii
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INTERAGENCY CHARTER AND FEDERAL DEPOSIT INSURANCE APPLICATION
(Check all appropriate boxes.)
T~'pe of Charter

r
r
r
r
r

Chartering Agency
r Comptroller of the Currency
r Office of Thrift Supervision
r State
_

National Bank
State Bank
Federal Savings Bank or Association
State Savings Association
Other
_

Insurance Fund
Bank Insurance Fund
Savings Association Insurance Fund

r
r

Special Focus
r Community Development
r Cash Management
r Trust
r Bankers' Bank
r Credit Card: r CEBA r Non-CEBA
r Other
_
For DCC:

r

Standard

r

Type of Insurance Application
r De Novo
r Operating Noninsured Institution
r Other
_
Federal Reserve Status
Member Bank
r Nonmember Bank

r

Expedited

Proposed Depository Institution (institution)

Name
Street
State

City

ZIP Code

Holding Company Identif)ing Information (if applicable)

Name
Street
State

City

ZIP Code

Contact Person .

Title/Employer

Name
Street
State

City
Telephone Number

Fax Number
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ZIP Code
E-Mail Address

INTERAGENCY CHARTER AND FEDERAL DEPOSIT INSURANCE APPLICATION

1.

2.

Overview
(a)

Provide a brief overview of the application. The overview should describe the
institution's business and any special market niche, including the products, market,
services, and any nontraditional activities.

(b)

Describe any issues about the pennissibility of the proposal with regard to applicable
state or federal laws or regulations. Identify any regulatory waiver requests and provide
adequate justification.

(c)

List and provide a copy of all applications filed in conjunction with this proposal, such
as applications for holding company, trust powers, branch offices, service corporations,
and other subsidiaries.

(d)

When available, provide a copy ofall public or private offering materials and the
proposed fonn of stock certificate, including any required restrictive legends.

(e)

Provide a copy of the proposed articles of association, articles of incorporation, or
charter, and proposed bylaws.

(f)

Provide a copy of the business plan. The business plan should address, at a minimum,
the topics contained in the appropriate regulatory agency's Business Plan Guidelines.

Management
(a)

Provide a list of the organizers, proposed directors, senior executive officers, and any
individual, or group of proposed shareholders acting in concert, that will own or control
10 percent or more of the institution's stock. For each person listed, attach an
Interagency Biographical and Financial Report, a fmgerprint card, and indicate all
positions and offices currently held or to be held with the institution's holding company
and its affiliates, if applicable. Include the signed "Oath of Director" for each proposed
director. For an OTS filing, provide a RB 20a Certification for each person listed.

(b)

Describe each proposed director's qualifications and experience to serve and oversee
management's implementation of the business plan. Describe the extent, ifany, to which
directors or major stockholders are or will be involved in the day-to-day management
of the institution. Also list the fonns ofcompensation, ifany.

(c)

Provide a list of board committees and members.

(d)

Describe any plans to provide ongoing director education or training.
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(e)

Describe each proposed senior executive officer's duties and responsibilities and
qualifications and experience to serve in hislher position. If a person has not yet been
selected for a key position, list the criteria that will be required in the selection process.
Discuss the proposed tenns ofemployment, including compensation and benefits, and
attach a copy of all pertinent documents, including an employment contract or
compensation arrangement. Provide the aggregate compensation of all officers.

(f)

Describe any potential management interlocking relationships (12 U.S.C. 1467a(h)(2),
3201-3208, or applicable state law) that could occur with the establishment or
ownership of the institution. Include a discussion of the pennissibility of the interlock
with regard to relevant law and regulations or include a request for an exemption.

(g)

Describe any potential conflicts of interest.

(h)

Describe any transaction, contract, professional fees, or any other type of business
relationship involving the institution, the holding company, and its affiliates (ifapplicable),
and any organizer, director, senior executive officer, shareholder owning or controlling
10 percent or more, and other insiders. Include professional services or goods with
respect to organizational expenses and bank premises and fixed asset transactions.
(Transactions between affiliates of the holding company that do not involve the
institution need not be described.)

(i)

1)

State whether the business relationship is made in the ordinary course of
business, is made on substantially the same terms as those prevailing at the time
for comparable transactions with non-insiders, and does not present more than
the normal risk of such transaction or present other unfavorable features.

2)

Specify those organizers that approved each transaction and whether the
transaction was disclosed to proposed directors and prospective shareholders.

3)

Provide all relevant documentation, including contracts, independent appraisals,
market valuations, and comparisons.

Describe all stock benefit plans of the institution and holding company, including stock
options, stock warrants, and other similar stock-based compensation plans, for senior
executive officers, organizers, directors, and other insiders. Include in the description:
1)

The duration limits.

2)

The vesting requirements.

3)

Transferability restrictions.
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4)

Exercise price requirements.

5)

Rights upon tennination.

6)

Any "exercise or forfeiture" clause.

7)

Number of shares to be issued or covered by the plans.

Provide a list of participants, allocation of benefits to each participant, and a copy of
each proposed plan. (Plans must confonn to applicable regulatory guidelines.)

3.

Capital
(a)

For each class of stock, provide the number of authorized shares, the number of shares
to be issued, par value, voting rights, convertibility features, liquidation rights, and the
projected sales price per share. Indicate the amount of net proceeds to be allocated to
common stock, paid-in swplus, and other capital segregations.

(b)

Describe any noncash contributions to capital, and provide supporting documents for
assigned values, including an independent evaluation or appraisal.

(c)

Discuss the adequacy of the proposed capital structure relative to internal and external
risks, planned operational and fmancial assumptions, including technology, branching,
and projected organization and operating expenses. Present a thorough justification to
support the proposed capital, including any off-balance-sheet activities contemplated.
Describe any plans for the payment of dividends.

(d)

List all known subscribers to stock. For organizers, directors, 10 percent shareholders,
senior executive officers, and other insiders, include the number of shares and
anticipated investment and the amount of direct and indirect borrowings to fmance the
investment. Discuss how any debt will be serviced.

(e)

List recipients and amounts of any fees, commissions, or other considerations in
connection with the sale of stock.

(f)

Indicate whether the institution plans to file for S Corporation tax status.
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4.

Convenience and Needs of the Community
NOTE:

(a)

(b)

This information must be consistent with the proposed business plan.

Market Characteristics
I)

Defmethe intended geographical market area(s). Include a map of the market
area, pinpointing the location of proposed bank's offices and offices of
competing depository institutions.

2)

Describe the competitive factors the institution faces in the proposed market
and how the institution will address the convenience and needs of that market to
maintain its long-tenn viability.

3)

Discuss the economic environment and the need for the institution in tenns of
population trends, income, and industIy and housing patterns.

Community Reinvestment Act (CRA) Planl
NOTE: The CRA Plan must be bound separately.

,
I)

Identify the assessment area(s) according to the eRA regulations.-

2)

Summarize the perfonnance context for the institution based on the factors
discussed in the CRA regulations.

I

3)

Summarize the credit needs of the institution's proposed assessment area(s).

4)

Identify the CRA evaluation test4 under which the institution proposes to be
assessed.

5)

Discuss the institution's programs, products, and activities that will help meet the
existing or anticipated needs of its community(ies) under the applicable criteria
ofthe eRA regulation, including the needs of low- and moderate-income
geographies and individuals.

See applicable state requirements.

2

See 12 C.F.R. 25.41, 345.41,563.41.

3

3

See 12 C.F.R. 25.21(b), 345.21(b), 563e.21(b).

4

See 12 C.F.R. 25.21(a); 345.21(a); 563e.21(a).

L· 41

5.

5

Premises and Fixed Assets
(a)

Provide a physical description for pennanent premises and discuss whether they will be
publicly and handicapped accessible. Indicate the level and type of property insurance
to be carried.

(b)

If the pennanent premises are to be purchased, provide name of seller, purchase price,
cost and description of necessary repairs and alterations, and annual depreciation. If
the premises are to be constructed, provide the name of the seller, the cost of the land,
and the construction costs. Indicate the percentage of the building that will be occupied
by the bank. Provide a copy of the appraisal.

(c)

If the pennanent premises are to be leased, provide name of owner, tenns of the lease,
and cost and description of leasehold improvements. Provide a copy of the proposed
lease when available.

(d)

If temporary quarters are planned, provide a description of interim facility, length of use,
lease tenns, and other associated commitments and costs.

(e)

State whether proposed premises and fixed asset expenditures confonn to applicable
statutoI)' limitations.

(f)

Outline the security program that will be developed and implemented, including the
security devices. 5

(g)

Discuss any significant effect the proposal will have on the quality of the hwnan
environment. Include in the discussion changes in air and/or water quality, noise levels,
energy conswnption, congestion of population, solid waste disposal, or environmental
integrity of private land within the meaning of the National Environmental Policy Act, 42
U.S.C. 4321, et seq.

(h)

Describe any plan to establish branches or relocate the main office within the frrst three
years. Any acquisition or operating expenses should be reflected in the fmancial
projections.

(i)

Indicate if the establishment of the proposed main office and/or any branch site may
affect any district, site, building, structure, or object listed in, or eligible for listing in,
the National Register of Historic Places pursuant to the National Historic
Preservation Act, 16 U.S.C. 470f: (See the Advisory Council on Historic
Preservation at www.achp.gov for the Act and implementing regulations.) Specify
how such detennination was made:

See 12 C.F.R. 21, 326, 568.
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1)

2)
3)
4)
5)
6)

Consultation with the State Historic Preservation Officer (SHPO) and/or
Tribal Historic Preservation Officer (THPO) (when tribal lands or historic
properties of significance to a tribe are involved).
Reviewed National Register of Historic Places (see www.cr.nps.gov/nr).
Applied National Register criteria to unlisted properties.6
Reviewed historical records.
Contact with preservation organizations.
Other (describe).

As appropriate, provide a copy ofany documentation of consultation with the
SHPO and/or THPO. You are reminded that ifa historic proper!)' nlay be
affected, no site preparation, denlolition, alterations, construction or
renovation nlay occur l\'ithout the appropriate regulatory agency's
authorization.

6.

6

Information Systems
(a)

State whether the institution plans to market its products and services (the ability to
do transactions or account maintenance) via electronic means. If yes, specifically
state the products and services that will be offered via electronic banking or the
Internet.

(b)

Outline the proposed or existing infonnation systems architecture and any proposed
changes or upgrades. The infonnation should describe how: (I) the infonnation
system will work within existing technology; (2) the infonnation system is suitable to
the type of business in which the institution will engage; (3) the security hardware,
software, and procedures will be sufficient to protect the institution from
unauthorized tampering or access; and (4) the organizers and directors will allocate
sufficient resources to the entire technology plan.

(c)

Provide lists or descriptions of the primary systems and flowcharts of the general
processes related to the products and services. The level of detail in these system
descriptions should be sufficient to enable verification of the cost projections in the
proformas.

(d)

Estimate the start-up budget for the infonnation systems related to the products and
services and the expected annual operating and maintenance costs (including
telecommunications, hardware, software, and personnel).

See 36 C.F.R. 60.4.
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7.

7

8

(e)

Describe the physical and logical components of security. Describe the security
system and discuss the technologies used and key elements for the security controls,
internal controls, and audit procedures. Discuss the types of independent testing7
the institution will conduct to ensure the integrity of the system and its controls.

(f)

Describe the information security program that will be in place to comply with the
"Interagency Guidelines Establishing Standards for Safeguarding Customer
Information."8

Other Information
(a)

List activities and functions, including data processing, that will be outsourced to
third parties, identifying the parties and noting any affiliations. Describe all terms
and conditions of the vendor management activities and provide a copy of the
proposed agreement when available. Describe the due diligence conducted and the
planned oversight and management program of the vendors' or service providers'
relationships (for general vendor management guidance, see the Appendix ofthe
FFIEC's guidance, Risk Management of Outsourced Technology Services).

(b)

List all planned expenses related to the organization of the institution and include the
name of recipient, type of professional service or goods, and amount. Describe
how organization expenses will be paid.

(c)

Provide evidence that the institution will obtain sufficient fidelity coverage on its
officers and employees to conform with generally accepted banking practices.

(d)

If applicable, list names and addresses of all correspondent deposito!)' institutions
that have been established or are planned.

(e)

Provide a copy of management's policies for loans, investments, liquidity, funds
management, interest rate risk, and other relevant policies. Provide a copy of the
Bank Secrecy Act program. Contact the appropriate regulatory agencies to discuss
the specific timing for submission

(f)

For Federal Savings Banks or Associations, include information addressing the
proposed institution's compliance with qualified thrift lender requirements.

Independent tests should cover general and environmental controls as well as audit, monitoring, and balancing controls.
Independent testing will provide an objective opinio1l on the adequacy of these controls.
See 15 U.S.C. 6801, 6805(b); 12 C.F.R. 30; 308 and 364; 568 and 570.
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(g)

If the institution is, or will be, affiliated with a company engaged in insurance
activities that are subject to supervision by a state insurance regulator, provide:
I)
2)
3)

The name of insurance company.
.A description of the insurance activity that the company is engaged in and
has plans to conduct.
A list ofeach state and the lines ofbusiness in that state in which the
company holds, or will hold, an insurance license. Indicate the state where
the company holds a resident license or charter, as applicable.
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OCC CERTIFICATION

We, the organizers, certify that the infonnation contained in this application has been examined carefully
and is true, correct, and complete, and is current as of the date of this submission. We also certify that
any misrepresentations or omissions of material facts with respect to this application, any attachments to
it, and any other docwnents or infonnation provided in connection with the application for the
organization of the proposed fmancial institution and federal deposit insurance may be grounds for denial
or revocation of the charter and/or insurance, or grounds for an objection to the undersigned as
proposed director(s) or officer(s) of the proposed fmancial institution, and may subject the undersigned
to other legal sanctions, including the criminal sanctions provided for in 18 U.S.C. 1001, 1007, and
1014. We request that examiners be assigned to make any investigations necessary.
We acknowledge that approval of this application is in the discretion of the appropriate federal banking
agency or agencies. Actions or communications, whether oral, written, or electronic, by an agency or
its employees in connection with this filing, including approval of the application if granted, do not
constitute a contract, either express or implied, or any other obligation binding upon the agency, other
federal banking agencies, the United States, any other agency or entity of the United States, or any
officer or employee of the United States. Such actions or communications will not affect the ability of
any federal banking agency to exercise its supervisory, regulatory, or examination powers under
applicable law and regulations. We further acknowledge that the foregoing may not be waived or
modified by any employee or agent of a federal banking agency or of the United States.
Signature

Date
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Typed Name

FDIC CERTIFICATION
We, the organizers, certify that the infonnation contained in this application has been examined
carefully and is true, correct, and complete, and is current as of the date of this submission. We
also certify that any misrepresentations or omissions of material facts with respect to this application,
any attachments to it, and any other docwnents or infonnation provided in connection with the
application for the organization of the proposed fmancial institution and federnl deposit insurance
may be grounds for denial or revocation of the charter and/or insurance, or grounds for an objection
to the undersigned as proposed director(s) or officer(s) of the proposed financial institution, and
may subject the undersigned to other legal sanctions, including the criminal sanctions provided for in
18 U.S.C. 1001, 1007, and 1014. We request that examiners be assigned to make any
investigations necessary.
We acknowledge that approval of this application is in the discretion of the appropriate federal
banking agency or agencies. Actions or communications, whether oral, written, or electronic, by an
agency or its employees in connection with this filing, including approval ofthe application ifgranted,
do not constitute a contract, either express or implied, or any other obligation binding upon the
agency, other federal banking agencies, the United States, any other agency or entity of the United
States, or any officer or employee of the United States. Such actions or communications will not
affect the ability ofany federal banking agency to exercise its supervisory, regulatory, or examination
powers under applicable law and regulations. We further acknowledge that the foregoing may not
be waived or modified by any employee or agent of a federal banking agency or of the United
States.

It is understood that the Board of Directors of the Federal Deposit Insurance Corporation
in applying the factors set out in federal statutes, will consider the application only
with respect to the general character or type of business stated and that the depository institution
will not engage in any other business without the prior \vritten consent of the Corporation.
(Corporation)~

It is further understood that federal deposit insurance will not become effective (a) until the
proposed depository institution has been incorporated and authorized to engage in the business of
receiving deposits, (b) until the board of directors of the depository institution has adopted a
resolution ratifying and confinning the action of the incorporntors in making this application with
supporting infonnation, (c) until the depository institution has fulfilled such requirements, ifany, as
the Corporation may impose as a condition of its approval of
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this application, and (d) until the depository institution has been notified that its membership in the
Corporation has been approved.

Signature

Date
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Typed Name

OTS CERTIFICATION
We, the organizers, certify that:
(i)
The infonnation contained in this application has been examined carefully and is true,
correct, and complete, and is current as of the date of this submission.
Any misrepresentations or omissions of material facts with respect to this application,
any attachments to it, and any other docwnents or infonnation provided in connection with the
application for the organization of the proposed fm.ancial institution and federal deposit insurance
may be grounds for denial or revocation of the charter and/or insurance, or grounds for an
objection to the undersigned as proposed director(s) or officer(s) of the proposed association,
and may subject the undersigned to other legal sanctions, including the criminal sanctions
provided for in 18 U.S.C. 1001, 1007, and 1014.
(ii)

(iii)
The undersigned will not represent themselves as authorized to organize such
association until this application is approved and, upon notification that the application has been
approved, they will proceed only in accordance with the provisions of the Home Owners' Loan
Act of 1933, as amended, and with rules and regulations made thereunder.

(iv)
The undersigned are not acting in this application as representative or on behalf ofany
person, partnership, association, or corporation undisclosed to the Office ofThrift Supervision.
(v)
No charge or expense in~urred in connection with the organization of the association
shall be charged to the association.
(vi)
No funds or money will be accepted for deposit or collected on account by or for the
association until this application is approved and its organization has been completed.

For mutual associations, an organizational committee will be created promptly upon
approval of this application, and the committee members will serve as temporary officers of the
association until officers are elected by the members of the association.

(vii)

We request that examiners be assigned to make any investigations necessaty.
We also acknowledge that approval of this application is in the discretion of the Office of Thrift
Supervision. Actions or communications, whether oral, written, or electronic, by the Office of
Thrift SupetVision or its employees in connection with this filing, including approval of the
application if granted, do not constitute a contract, either express or implied, or any other
obligation binding upon the Office ofThrift Supervision, other federal banking agencies, the
United States, any other agency or entity of the United States, or any officer or employee of the
United States. Such actions or communications will not affect the ability ofany federal banking
agency to exercise its supervisory, regulatory, or examination powers under applicable law and
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regulations. We further acknowledge that the foregoing may not be waived or modified by any
employee or agent of a federal banking agency or of the United States.
Signature

Date
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Typed Name

EXHIBITS (check all that apply)

Business Plan
Financial Projections
CRA Plan
Articles of Association, Articles of Incorporation, or Charter
Bylaws
Oath of Director
Interagency Biographical and Financial Reports
Fingerprint cards (appropriate regulatory agency)
Publication Certification!Affidavit/Notice of Publication
Copies of contracts/agreements
Employment/compensation
Service providers
Other
Stock Benefit Plans
Economic surveyor market feasibility study
_Market Area Map
Waiver request, specify:

_

Offering Materials
Proposed stock certificate
Corporate or holding company audited statements or fmancial reports
OCC/OTS/state filing fee
Copy of policies, specify:

_

OTSONLY:
RB 20a Certification
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Oath of the Bank Director

Bank Name

Date

_

_

State of
County of
I, the undersigned, a (proposed) director of the above-named bank do solemnly swear (affmn)
that:
As a director, I have a legal responsibility and a fiduciary duty to shareholders to
administer the depository institution's affairs faithfully and to oversee its management. In
canying out my duties and responsibilities, I shall exercise reasonable care and place the
interests of the depository institution before my own interests. I shall fulfill my duties of loyalty
and care to the above-named depository institution.
I shall, commensurate with my duties, diligently and honestly administer the affairs of the
depository institution, and I shall not knowingly violate, or willingly pennit to be violated, any applicable
statute or regulation. I shall ensure that I learn of changes in statutes, regulations, and policies of the
Office of Comptroller of the Currency, the Federal Deposit Insurance Corporation, or any state to
whose jurisdiction my association is subject, which affect my duties, responsibilities, or obligations as a
director and affiliated person of the association.

I am the owner, in good faith and in my own right, of the number of shares of stock that the law
requires. I have either subscribed for this stock or it is issued and outstanding, and it is not
hypothecated, or in any way pledged, as security for any loan or debt.
I shall attend meetings of the board of directors and participate fully on all committees of the
board to which I am appointed.

Signatw"e
Typed Name
Mailing Address
City

State

ZIP Code
Notary's Affirmation

Sworn to before me and subscribed in my presence, this _

day of

NotaI)' Public
My Commission Expires

_
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_

Oath of Savings Association Director

City

County

State

_

I, the undersigned, a [proposed] director of the above-named savings association, do solemnly swear
(affmn) as follows:
1.
I acknowledge that service as a director of a federally insured savings association is an
important undertaking that carries with it significant duties and responsibilities. I have read and
understand the OTS Directors' Responsibilities Guide describing the duties of directors and officers of
savings association.
2.
As a director of the above-named savings association, I have a legal responsibility and a
fiduciary duty to its shareholders and creditors and to the applicable federal deposit insurance funds to
administer the savings association's affairs faithfully and to oversee its management. In canying out my
duties and responsibilities, I shall exercise reasonable care and place the interests of the savings
association before my o\vn interests. I shall fulfill my duties of loyalty and care to the above-named
savings association.
3.
I shall diligently and honestly administer the affairs ofthe savings association, and I shall not
knowingly violate, or willingly pennit to be violated, any applicable statute or regulation. I shall ensure
that I learn of changes in statutes, regulations, and policies of the Office of Thrift Supervision and the
Federal Deposit Insurance CotpOration or any state to whose jurisdiction my association is subject,
which affect my duties, responsibilities, or obligations as a director and affiliated person of the savings
association.
4.
I shall attend meetings of the board of directors and participate fully on all committees of the
board to which I am appointed..
Signature
Typed Name

_
_

~ailingAd~ss~~~~~~~~~~~~~~~~~~~

City
State ~
Date _~~~~_~~_~~ __

ZIP Code

_

Notary's Affirmation
Sworn to before me and subscribed in my presence this __ day of
Notary Public ~

.

~~ _ _~~~_~~~~~~~_

_

~yCo~~~onEx~res~
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_

Business Plan Guidelines
Preparation and Use
The business plan should be an integral part of the management and oversight ofa fmancial institution (institution). It
should establish the institution's goals and objectives. It is a written summaI)' of how the business will organize its
resources to meet its goals and how the institution will measure progress.
The business plan should be a comprehensive plan, which is the result of in-depth planning by the institution's organizers
and management. It should realistically forecast market demand, customer base, competition, and economic conditions.
The plan must reflect sound banking principles and demonstrate realistic assessment of risk in light of economic and
competitive conditions in the market to be served. An institution with a special purpose or focus (for example, credit
card, trust only, cash management, or bankers' bank) should address this special or unique feature in detail in the
appropriate sections of the plan.
The business plan should cover three years and provide detailed explanations of actions that are proposed to
accomplish the primary functions of the institution. The description should provide enough detail to demonstrate that the
institution has a reasonable chance for success, will operate in a safe and sound manner, and will have adequate capital
to support the risk profile.
For any institution with an Internet or alternative electronic delivery channel, the plan should contain a clear and detailed
defmition of the market the institution plans to serve and the products and services it will provide through electronic
channels. Because the Internet has a potential global market and can reach anyone with Internet access, the selected
information on market area and products and services is essential. The marketing plan should explain how the institution
would achieve brand recognition.

Confidentiality

Any Applicant desiring confidential treatment of specific portions of the plan and projections must submit the
request in writing. The request must discuss the justification for the requested treatment. The Applicant's
reasons for requesting confidentiality should specifically demonstrate the hann (for example, loss of its
competitive position, invasion ofprivacy) that would result from public release ofinfonnation (5 U.S.C. 552 or
relevant state law). Infonnation for which confidential treatment is requested should be: (1) specifically identified
in the public portion of the application (by reference to the confidential section); (2) separately bound; and (3)
labeled "Confidential." The Applicant should follow the same procedure when requesting confidential treatment
for the subsequent filing of supplemental infonnation to the plan.
The Applicant should contact the appropriate regulatory agency for specific instructions regarding requests for
confidential treatment. The appropriate regulatory agency will detennine whether the infonnation will be treated as
confidential and will advise the Applicant ofany decision to publicly release information labeled as "Confidential."
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BUSINESS PLAN
I.

Table of Contents

II. "Executive Summary
Describe the highlights of the plan.

III.

IV.

Description of Business
A.

Describe the institution's business and any special market niche, including the products, market,
services, and nontraditional activities.

B.

If in a holding company structure, discuss the operations of the organization, including a briefdetail of
the organizational structure and interaction between the institution and its affiliates.

C.

Describe the extent, if any, that there are or will be transactions with affiliated entities or persons.
Include tenns.

D.

Discuss the legal fonn and stock ownership of the institution and any investment in subsidiaries or
service corporations.

E.

For an operating company, describe the present fmancial condition and current resources, such as office
network, start: and customer base. Specifically discuss the strengths and weaknesses.

F.

Describe the proposed location, office quarters, and any branch structure.

G.

Discuss any growth or expansion plans, including additional branches, other offices, mergers, or
acquisitions.

Marketing Plan
A marketing plan should provide in detail/actual support that the institution has reasonable prospects
to achieve the revenue projections, customer volume, and key marketing and inCOlne targets. The
analysis should be based on the most current data available, and the sources ofinformation should be
referenced. This section should contain an in-depth discussion ofthe major planning assunlptionsfor
the market analysis, economic, and competitive components used to develop the plans, objectives, and
the basis for the assumptions.

A.

Product Strategy
1) List and describe the general tenns of the planned products and services, including activities ofany
subsidiaries. Discuss any plans to engage in any subprime or speculative lending, including plans to
originate loans with high loan-to-value ratios.
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2) Discuss how the institution will offer products and services over the three years, indicating any
variation in the different market areas or distribution channels, and include the time frame for the
introduction and the anticipated cost associated with each.
3) Describe the institution's plans to engage in any secondary market/mortgage banking activity,
including loan participations. Discuss plans to use forward take-out commitments or engage in loan
securitization. Describe any plans to engage in hedging activity to mitigate the risks of this activity.
Also, discuss plans to retain recourse and servicing.
4) Describe the primary sources of loans and deposits and the major methods to solicit them. Ifusing
brokers or agents, provide full details of the nature and extent ofall such activities, including
sources, amounts, fees, and any intended tie-in of compensatoI)' arrangements with the broker or
agent.
5)

B.

C.

Describe any arrangements with e-commerce businesses (for example, links to another's Web
site to shop, order, or purchase goods and/or services online).

Market Analysis
1)

Describe the intended target market and the geographical market area(s).

2)

Describe the demographics of the target market population (for example, age, education, and
occupation).

3)

For an OTSfiling, discuss in detail any current and/or proposed actions to accomplish the
institution's commitment to promote home fmancing.

Economic Component 9
1)

Describe the economic forecast for the three years of the plan. The plan should cover the most
likely scenario and discuss possible economic downturns.

2)

Indicate any national, regional, or local economic factors that may affect the operations of the
institution. Include an analysis ofany anticipated changes in the market, the factors influencing
those changes, and the effect they will have on the institution.

3)

Describe the current economic characteristics of the proposed market(s), for example, size,
income, and industry and housing patterns.

4)

Based on the economic characteristics described previously, discuss the economic factors that
influence the products and services to be offered. A more in-depth discussion is warranted

9 If obtained~ discuss any independent economic surveyor market feasibility study.
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when different types of services are identified for different market areas in the Description of
Business section.
D.

v.

VI.

Competitive Analysis
I)

Compare and contrast the institution's product strategy with its principal competitors in the
target market(s). Include expected results in tenns of relative strength, market share, and
pricing.

2)

Discuss the overall marketing/advertising strategy, including approaches to reach target market
through the marketing of brand, products, and services. Outline the specific medium that will be
used, including timing and level ofadvertising efforts.

3)

Discuss potential competition in the target market(s).

Management Plan - Directors and Officers
A.

Provide the number of organizers and/or directors. Provide a list of board committees and a brief
explanation of the responsibilities of each committee.

B.

Describe the organizational structure and provide an organizational chart, indicating the number of
officers and employees. Describe the duties and responsibilities of the senior executive officers.
Describe any management committees that are or will be established.

C.

Discuss the institution's plans to address management succession, including any management training
program or other available resources.

Records, Systems, and Controls
A.

Describe the institution's current and/or proposed accounting and internal control systems, indicating
any use of electronic processing systems.

B.

Describe management's proposed internal audit function. The description should set forth the
independence of the department and the scope and frequency of audits. Discuss the experience and
education of the audit staff If external auditors will be used for internal audits, provide similar
infonnation for the external auditors.

c.

Describe the compliance management programs, addressing independence, scope, frequency, and staff
qualifications. Discuss how the institution will respond to conswner complaints.

D.

State plans for an annual audit by independent public accountants.

E.

Discuss the functions that will be outsourced and what the institution will do in-house.
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VII.

Financial Management Plan
A.

B.

C.

Capital and Earnings
I)

Discuss the capital goals and the means to achieve them.

2)

Discuss the earnings goals in tenns of return on assets, net interest margin, or other profitability
measurements, and summarize the strategies to achieve those goals.

3)

Discuss the plan for raising capital and for fmancing growth, with particular emphasis on
confonnance with regulatory capital requirements.

4)

Discuss the adequacy of the proposed capital structure relative to internal and external risks,
planned operational and fmancial assumptions, including technology, branching, and projected
organization and operating expenses. Present a thorough justification to support the proposed
capital, including any off-balance-sheet activities contemplated.

5)

Describe the debt service requirements for any debt that will be issued at the holding company
level to capitalize the institution.

6)

Discuss the use of options, warrants, and/or other benefits associated with the institution's
capital.

7)

Swnmarize the dividend policy.

Liquidity and Funds Management
1)

Discuss how the institution will identify and measure liquidity risk.

2)

Discuss the institution's plan to monitor and control its liquidity risk, including funding sources
(deposits, borrowings, securitizations). Include holding company support, ifany.

3)

Describe any plans to borrow funds from any financial institutions or other sources, including the
amount, composition, interest rate, maturity, purpose, and collateral.

4)

Discuss the type of investment securities the institution plans to purchase.

Sensitivity to Market Risk
1)

Discuss the institution's objectives, strategies, and risk tolerance for interest rate risk.

2)

Discuss how the institution will identify and measure interest rate risk.
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D.

3)

Discuss the institution's asset and liability portfolio in tenns of sensitivity to interest rate changes
and the impact ofearnings and capital and net portfolio value. l 0 Discuss ~e risk limits to
control interest rate risk.

4)

Describe any plans to use hedging activities (for example, futures, options, interest rate swaps,
or other derivative instruments).

Credit Risk
l)

Discuss how the institution will identify and measure credit risk.

2)

Describe the loan review program, addressing independence, scope, frequency, and staff
qualifications.

3)

Describe the methodology used to determine the allowance for loan and lease losses.

VllI. Monitoring and Revising the Plan

IX.

A.

Describe how the board of directors will monitor adherence to t~ business plan.

B.

Describe how the board ofdirectors will adjust and amend the plan to accommodate significant or
material economic changes.

Alternative Business Strategy (Optional unless your regulator requires)
An alternative business strategy details how an institution will operate under scenarios in which market
conditions differ significantly from those projected in this business plan. This alternative business strategy should

be realistic about the business risks and incolpOrate sound management of such risks. This alternative strategy
should consider potential adverse scenarios relating to the asset or liability mixes, interest rates, operating
expenses, marketing costs, and growth rates. This discussion should include realistic plans for how the bank
would access additional capital, if needed, in the future and, if applicable, contingency funding plans that address
strategies for managing potential liquidity fluctuations. This plan also should discuss any fmancial safeguards to
offset unexpected costs and remain well capitalized.
Periodically, the institution should update this section, especially as the institution becomes more complex and as
industIy conditions change.

X.

Financial Projections
A.

10

Provide financial infonnation for opening day pro forma and quarterly projections for the three years of
operations. Also provide annual totals for the Income Statement. The line items in the financial
statements should be consistent with the Consolidated Reports of Condition and Income or the Thrift

For OTS filing, see Thrift Bulletin 13a.
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Financial Report (Report)ll so that projected items may be compared conveniently with actual
perfonnance. The following reports should be used:
Projected Balance Sheet (Schedule RC or SC)
Projected Income Statement (Schedule RI or SO)
Regulatory Capital Schedule (Schedule RI-A or CCR)
The fmancial statements should be presented in two ways: (1) showing the dollar amounts, and (2) as a
percentage of total assets.
1)

Describe in detail all of the assumptions used to prepare the projected statements, including the
assumed interest rate scenario for each interest earning asset and interest costing liability over
the tenn of the business plan. Also present a thorough justification to support proposed capital,
including any branch expansion and off-balance-sheet activities contemplated.

2)

Provide the basis for the assumptions used for noninterest income and noninterest expense.
Indicate the amount of lease expense, capital improvements, and furniture, fixtures, and
equipment, including systems and equipment upgrades.

3)

Describe the assumptions for the start-up costs, volumes, expected returns, and expected time
frame to introduce each new product and service.

B.

Discuss how the institution used marketing studies or surveys to support the institution's projected
grO\\'th.

c.

Discuss the level of marketing expenses necessary to achieve the projected market share for both loan
and deposit products. Assumptions should be consistent with those experienced by other institutions in
the target market. Explain any significant variances between the assumptions in the target market.

D.

Provide a sensitivity analysis of the fmancial projections. A sensitivity analysis provides a realistic stress
test of the major underlying assumptions used in the business plan and the resultant fmancial projections.
For example, adjust the fmancials to reflect the effects of adverse changes in the interest rate
environment, changes in the asset/liability mix, higher than expected operating expenses, marketing
costs, and/or growth rates.

II See FDIC s Web site http://\v\\'\v.fdic.cov/regulations/resources/call/crinst/callinst.html or http://www.ots.treas.cov (link to TFR
form and instructions).
9

9
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CALL REPORT
FINANCIAL PROJECTIONS

BALANCE SHEET
Assets
Cash and balances due from depository institutions
Noninterest-bearing balances and currency and coin
Interest-bearing balances
Securities
Held-to-maturity securities
Available-for-sale securities
Federal funds sold and securities purchased under agreements to resell
Loans and lease financing receivables
Construction and land development loans secured by real estate
Secured by farmland
Revolving~ open-end loans secured by 1-4 family residential
Other first lien loans secured by 1-4 family residential
Other junior lien loans secured by 1-4 family residential
Secured by multifamily residential properties
Secured by nonfarm nonresidential properties
Loans to depository institutions
Loans to finance agricultural production and other loans to farmers
Commercial and industrial loans
Acceptances of other banks
Credit card and related plans to individuals
Other loans to individuals for household~ family and other personal expenditures
Obligations (other than securities and leases) of states and political subdivisions in the U.S.
All other loans (exclude consumer loans)
Lease financing receivables (net of unearned income)
Less:
Unearned income
Allowance for loan and lease losses
Total Loans and leases, net of unearned income and allowance
Other Assets
Trading assets
Premises and fixed assets
Other real estate owned
Investments in unconsolidated subsidiaries and associated companies
Customers' liability to this bank on acceptances outstanding
Intangible assets
All other assets (describe)

Total Assets
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CALL REPORT
FINANCIAL PROJECTIONS

BALANCE SHEET (Continued)

Liabilities
Transaction deposit accounts
Demand
NOW accounts. ATS accounts. and other interest bearing transaction accounts
Nontransaction Deposit Accounts
Money market deposit accounts (MMDAs)
Other savings deposits
Time deposits ofS I00.000 or more
Time deposits of less than SI00.000
Other nontransaction accounts (describe)
Other Liabilities
Federal funds purchased and securities sold under agreements to repurchase
Demand notes issued to the U.S. Treasury
Trading liabilities
Borrowed money with remaining maturity of one year or less
Borro\ved money with remaining maturity of more than one year through three years
Borro\\'ed money with remaining maturity of more than three years
Bank's liability on acceptances executed and outstanding
Subordinated notes and debentures
All other liabilities (describe)

Total Liabilities
Equity Capital
Common stock
Surplus
Undivided orofits
Other equity capital (describe)

Total Equity
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CALL REPORT
FINANCIAL PROJECTIONS

REGULATORY CAPITAL
Total Equity
Other Tier I Capital (describe)

Total Tier 1 Capital
Allo\vance for Loan and Lease Losses
Other Tier 2 Capital (describe)

Total Tier 1 and Tier 2 Capital
Total Assets
Total Risk Wehzhted Assets

Capital Ratios
Tier I Capital/Total Risk Weighted Assets
Total Tier I and Tier 2 Capital/Total Risk Weighted Assets
Tier I Capital/Total Assets

ALLOWANCE FOR LOAN AND LEASE LOSSES

Be~innin~ balance
Current quarter's:

Recoveries
Provision for loan and lease losses
Less: Charge-ofTs
Allowance endin~ balance
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FINANCIAL PROJECTIONS
INCOME STATEMENT
Interest Income
Real estate loans
Installment loans
Credit card loans
Commercial (time and demand) and all other loans
Lease financing receivables
Balances due from depository institutions
Taxable securities issued by states and political subdivisions in the U.S.
Tax-exempt securities issued by states and political subdivisions in the U.S.
U.S. Government and other debt securities
Equity securities
Interest income from trading assets
Federal funds sold and securities purchased under agreements to resell
Other interest income (describe)
Total Interest Income
Interest Expense
Transaction accounts (NOW accounts~ ATS accounts~ and other)
Money market deposit accounts
Other savings deposits
Time deposits of S1OO~OOO or more
Time deposits of less than S100,000
Federal funds purchased and securities sold under agreements to repurchase
Demand notes issued by the U.S. Treasury~ trading liabilities, and other borrowed money
Subordinated notes and debentures
Other interest expense (describe)
Total Interest Income
Net Interest Income
Provision for Loan and Lease Losses
Noninterest income
Service charges on deposit accounts
Other fee income
All other noninterest income
Realized gains (losses) on held-to-maturity securities
Realized gains (losses) on available-for-sale securities
Noninterest expense
Salaries and employee benefit expense
Premises and fixed assets
Other noninterest expense
Income (loss) before income taxes and extraordinary items and other adjustments
Applicable income taxes
Extraordinary items and other adjustments, net of income taxes
Net Income (Loss)
Dividends
Other changes in capital (describe)
Ending Equity Capital
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FINANCIAL PROJECTIONS

INTEREST INCOME & INTEREST EXPENSE
ASSUMPTIONS

A\'erage
Balance

For each quarter

Interest
Rate

Real estate loans
Installment loans
Credit card loans
Commercial (time and demand) and all other loans
Lease financing receivables
Balances due from depository institutions
Taxable securities issued by states and political subdivisions in the U.S.
Tax-exempt securities issued by states and political subdivisions in the U.S.
U.S. Government and other debt securities
Equity securities
Interest income from trading assets
Federal funds sold and securities purchased under agreements to resell
Other interest income

Average
Balance

For each quarter

Transaction accounts (NOW accounts, ATS accounts, and other)
Money market deposit accounts
Other savings deposits
Time deposits ofSloo,Ooo or more
Time deposits of less than S100,000
Federal funds purchased and securities sold under agreements to repurchase
Demand notes issued by the U.S. Treasury, trading liabilities, and other
borrowed money
Subordinated notes and debentures
Other interest expense
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Interest
Rate

OFFICE OF THRIFT SUPERVISION
THRIFT FINANCIAL REPORT
FINANCIAL PROJECTIONS
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Form 1 - Balance Sheet

The Balance Sheet should be prepared showing each quarter end starting with the most current actual quarter
end and projecting each quarter for years I, 2, and 3. The balance sheet should be presented in two ways: (I)
showing dollar amounts, and (2) as a percentage of total assets.

This balance sheetforn,at is consistent with the TFR, but n,ay show less detail if certain line iten,s
are not significant. Additional detail n,ay be included, but these iten,s at a n,i"imlllll, should be
show~
.

ASSETS

TFR
Item
SC

Cash and
NonInterest-Earning
Deposits

110

Total cash,
noninterest earning
deposits, and
investment securities

10

COMMENTS
This column provides brief reference information. Additional
information on individual line items is available in the TFR manual.

Use one or more line items to show the amounts and types of investment
securities. The line items should provide sufficient detail so that one can
conclude that the institution's investment policy objectives are being met.
State the amount of securities designated as "held-to-maturity," "availablefor-sale," and "trading." Separately state the categories in the balance
sheet, or provide a separate schedule or narrative description.
The TFR has separate line items for accrued interest receivable -SC 190
and GVAs SC199. These line items are optional for the plan.
State
whether you will have GVAs for your investment portfolio. If so, provide an
explanation.

Mortgage Pool
Securities

20

Provide sufficient detail so that one may review and conclude that the
institution's investment policy objectives are being met.
State the
amount of securities designated as "held-to-maturity," "available-for-sale,"
and "trading." Separately state the categories in the balance sheet, or
provide a separate schedule or narrative description.
The TFR has separate line items for accrued interest receivable - SC 220
and GVAs SC 227. These line items are optional for the plan. State
whether you have GVAs for your mortgage pool securities portfolio. If so,
provide an explanation.

Construction 1-4s

230

Construction loans should be reported net of loans in process.

Construction 5+, and
NonResidential

235
240

Construction loans should be reported net of loans in process. If the level
for each activity is significant, report these line items separately, otherwise
combine them.

Permanent 1-4 unit
residential loans.

250
253

SC 250 is "closed-end first mortgages and junior liens" and SC 253 is
"revolving, open-end loans." These two items may be combined, but report
them separately if the level of SC 253 is significant.
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Form 1 - Balance Sheet

ASSETS

TFR

COMMENTS

(continued)

Item

This column provides brief reference information. Additional
information on individual line items is available in the TFR manual.

SC
Permanent 5+,
nonresidential, and
land loans

256
260
265

Accrued Interest
Receivable, and
Advances for Taxes
and Insurance

272
275

Allowance for Loan
and Leases Losses
on Mortgage Loans

283

If the level of each activity is significant, report these line items separately,
otherwise combine them.

Total Mortgage Loans

23

Commercial Loans

32

(Non-real estate) Provide detail by type of loan if portfolios are significant.

Consumer Loans

34

Provide detail by type of loan if portfolios are significant.

Accrued Interest
Receivable

348

Allowance for Loan
and Lease Losses
on NonMortgage
Loans

357

Total NonMortgage
Loans

30

REO

40

Report REO net of GVAs

REI

45

Report REI net of GVAs

Office Premises &
Equipment

55

Goodwill and Other
Intangible Assets

660
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Form 1 - Balance Sheet

ASSETS
(continued)

TFR
Item
SC

Use one or more line items to show the amounts and types of "other
assets." The total amount of "other assets" should tie to the sum of TFR
items 50, 642, 644, 655, 690. and 699 if those items were reported
separately.

All Other assets

Total Assets

LIABILITIES

SC60

TFR
Item
SC

Net deposits

710

Advances from FHLB

720

Federal Funds
Purchased and
Securities Sold
Under Agreement to
Repurchase

730

Subordinated Debt
(including mandatory
convertible securities)

735

CMOs (including
REMICs) issued

740

Other Mortgage
Collateralized
Securities Issued

745

Other Borrowings

760

Total Borrowings

72

Other Liabilities

COMMENTS
This column provides brief reference information. Additional
information on individual line items is available in the TFR manual.

COMMENTS
This column provides brief reference information. Additional
information on individual line items is available in the TFR manual.

The sum should tie to the sum of TFR line items 75 "other liabilities." 783
"escrows," and 715 "unamortized yield adjustments on deposits." if those
items were reported separately
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Form 1 - Balance Sheet

LIABILITIES
(continued)

TFR
Item
SC

Total Liabilities

70

Redeemable
Preferred
Stock/Minority
Interest

799

COMMENTS
This column provides brief reference information. Additional
information on individual line items is available in the TFR manual.

TFR
Item
SC

This column provides brief reference information. Additional
information on individual line items is available in the TFR manual.

Perpetual Preferred
Stock

812
814

812 is Cumulative. 814 is Noncumulative. Report these items separately if
amount is greater than zero.

Common Stock - Par
Value

820

Paid in Excess of par

830

Unrealized Losses on
Available for Sale
Securities

860

Retained Earnings

880

Other Components of
Equity Capital

890

CAPITAL

Subtotal Equity
Capital

80

Total Liabilities.
Redeemable
Preferred Stock!
Minority Interest. and
Equity Capital

90

COMMENTS

Describe if amount is different than O.
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Form 2 - Income Statement

The Income Statement should be prepared beginning with the most current actual quarter,
and projected for each quarter for Years 1, 2, and 3. The income statement should be
presented in two ways: (1) showing dollar amounts, and (2) as a percentage of average total
assets.
INCOME STATEMENT
Show these items at a minimum.
Interest Income
Deposits/Investment

TFR
Item
SO

COMMENTS
Format is consistent with the TFR

110

Mortgage Pool Securities

120

Mortgage Loans

140

Commercial Loans

160

Consumer Loans

170

Amortization of Deferred Gain/Losses on
Asset Hedges

180

Subtotal: Interest Income

11

Interest Expense
Deposits

215

Advances from FHLB

266

Subordinated Debentures

230

Mortgage Collateralized Securities
Issued

240

Other Borrowed Money

260
Should tie to sum of TFR items SO 215, SO 280,
SO 290, minus 50271, if those items were
reported separately.

Other Interest Expense
21

Subtotal Interest Expense
Net Interest Income Before Provision for
Losses on IBA

311

Provision for Losses on IBA

321

Net Income After Provision for Losses on
IBA

331

Nonlnterest Income
Mortgage Loan Servicing Fees

410
420

Other Fees and Charges

Should tie to sum of TFR items SO 430, 461, 465,
467,475,477,485, and 491, if those items were
reported separately.

Other Nonlnterest Income
40

Subtotal Nonlnterest Income
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Form 2 - Income Statement

INCOME STATEMENT
Show these items at a minimum
(continued)
Nonlnterest Expense
All Personnel Expense

TFR
Item
SO

COMMENTS
Format is consistent with the TFR

510

Office Occupancy Expense

530

Amortization of Goodwill

560
Should tie to sum of TFR items SO 510,540,550,
570, and 580, if those items were reported
separately.

Other Nonlnterest Expense

Subtotal Nonlnterest Expense

51

Income (Loss) Before Income Tax

60

Federal Taxes

710

State /Local/Other Taxes

720

Extraordinary Items

811

Net Income (Loss)

91
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Net of tax. and cumulative effect of Changes in
Acctg Principles

Section: Business Plan Guidelines

Section 625
Form 3 - Statement of Changes in Stockholder's Equity

A forecast of the changes in stockholders' equity should be prepared in a fonnat substantially similar
to the format shown here:

Beginning Stockholders Equity
Year 1
Net Income - Year 1
Cash Dividends Declared
Repurchase of Stock
Other Comprehensive Income
Other Changes

Ending Stockholders Equity
Year 1
Net Income - Year 2
Cash Dividends
Repurchase of Stock
Other Comprehensive Income
Other Changes

Ending Stockholders Equity
Year 2
Net Income - Year 3
Cash Dividends
Repurchase of Stock
Other Comprehensive Income
Other Changes

Ending Stockholders Equity
Year 3
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Form 4 - Table of Regulatory Capital Levels

This schedule should be prepared beginning with the most current quarter, and projected for each
quarter for Years 1, 2, and 3. Provide supporting schedules for each capital level.

STOCKHOLDER'S
EQUITY

Dollar Amount

Tangible Capital
Core Capital
Risk-Based Capital
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Percent 0/0

Section: Business Plan Guidelines

. Section 625
Form 5 - Table of Loan Origination Levels

A forecast of loan origination levels should be prepared in a fonnat substantially similar to the fonnat
here:

TFR

Item
Construction 1-4s

230

Construction 5+

235

NonResidential

240

Permanent 1-4 unit
Residential loans.

250
253

Permanent 5+

256

I

Permanent
Nonresidential

260

Land Loans

265

Total Mortgage Loans

23

Commercial Loans
(non-real estate)

32

Consumer Loans

34

Year 1
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Year 2

Year 3

Form 6 - Interest Rate Assumptions for New Production

A forecast of interest rate assumptions should be prepared in a similar format as presented here:

Year 1
Q2 Q3
Construction 1-4s
Construction

5+

230
235

NonResidential

240

Permanent 1-4 unit
Residential loans.

250
253

5+.

256

Permanent
Nonresidential

260

Land Loans

265

Total Mortgage Loans

23

Commercial Loans
(non-real estate)

32

Consumer Loans

34

Permanent
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Year 2
Q4 Q1

Q2 Q3

Year 3
Q4 Q1

Q2 Q3

Q4

ETHICAL CONCERNS FOR
FINANCIAL INSTITUTION COUNSEL

Benjamin Cowgill
ChiefBar Counsel
Kentucky Bar Association
Frankfort, Kentucky

Copyright 2002. Benjamin Cowgill. All rights reserved.

SECTIONM

Ethical Concerns for Financial Institution Counsel
University of Kentucky College of Law
April 12-13, 2002

PRESENTATION OUTLINE
I.

II.

III.

Real Estate Closings
A.

Current status ofKBA Unauthorized Practice Opinion U-58
[see U-58 at page 29s]

B.

Review of other closing-related unauthorized practice issues
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KENTUCKY RULES OF PROFESSIONAL CONDUCT
SCR 3.130(1.6) - CONFIDENTIALITY OF INFORMATION
(a) A lawyer shall not reveal information relating to representation of a client unless the
client consents after consultation, except for disclosures that are impliedly authorized in order to
carry out the representation, and except as stated in paragraph (b).
(b) A lawyer may reveal such information to the extent the lawyer reasonably believes
necessary:
(1)

To prevent the client from committing a criminal act that the lawyer
believes is likely to result in imminent death or substantial bodily harm; or

(2)

To establish a claim or defense on behalf of the lawyer in a controversy
between the lawyer and the client, to establish a defense to a criminal charge
or civil claim against the lawyer based upon conduct in which the client was
involved, or to respond to allegations in any proceeding concerning the
lawyer's representation of the client; or

(3)

To comply with other law or a court order.

[Adopted by Order 89-1, eff. 1-1-90]
COMMENTARY
[1] The lawyer is part of a judicial system charged with upholding the law. One of the lawyer's
functions is to advise clients so that they avoid any violation of the law in the proper exercise of
their rights.
[2] The observance of the ethical obligation of a lawyer to hold inviolate confidential
information of the client not only facilitates the full development of facts essential to proper
representation of the client but also encourages people to seek early legal assistance.
[3] Almost without exception, clients come to lawyers in order to determine what their rights are
and what is, in the maze of laws and regulations, deemed to be legal and correct. The common
law recognizes that the client's confidences must be protected from disclosure. Based upon
experience, lawyers know that almost all clients follow the advice given, and the law is upheld.
[4] A fundamental principle in the client-lawyer relationship is that the lawyer maintain
confidentiality of information relating to the representation. The client is thereby encouraged to
communicate fully and frankly with the lawyer even as to embarrassing or legally damaging
subject matter.
[5] The principle of confidentiality is given effect in two related bodies of law, the attorneyclient privilege (which includes the work product doctrine) in the law of evidence and the rule of
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confidentiality established in professional ethics. The attorney-client privilege applies in judicial
and other proceedings in which a lawyer may be called as a witness or otherwise required to
produce evidence concerning a client. The rule of client-lawyer confidentiality applies in
situations other than those where evidence is sought from the lawyer through compulsion of law.
The confidentiality rule applies not merely to matters communicated in confidence by the client
but also to all information relating to the representation, whatever its source. A lawyer may not
disclose such information except as authorized or required by the Rules of Professional Conduct
or other law. See also Scope.
[6] The requirement of maintaining confidentiality of infonnation relating to representation
applies to government lawyers who may disagree with the policy goals that their representation
is designed to advance.
Authorized Disclosure

[7] A lawyer is impliedly authorized to make disclosures about a client when appropriate in
carrying out the representation, except to the extent that the client's instructions or special
circumstances limit that authority. In litigation, for example, a lawyer may disclose information
by admitting a fact that cannot properly be disputed, or in negotiation by making a disclosure
that facilitates a satisfactory conclusion.
[8] Lawyers in a firm may, in the course of the firm's practice, disclose to each other information
relating to a client of the firm, unless the client has instructed that particular information be
confined to specified lawyers.
Disclosure Adverse to Client

[9] The confidentiality rule is subject to limited exceptions. In becoming privy to information
about a client, a lawyer may foresee that the client intends serious hann to another person.
However, to the extent a lawyer is required or permitted to disclose a client's purposes, the client
will be inhibited from revealing facts which would enable the lawyer to counsel against a
wrongful course of action. The public is better protected if full and open communication by the
client is encouraged than if it is inhibited.
[10] Several situations must be distinguished.
[11] First, the lawyer may not counselor assist a client in conduct that is criminal or fraudulent.
See Rule 1.2(d). Similarly, a lawyer has a duty under Rule ;3.3(a)(4) not to use false evidence.
This duty is essentially a special instance of the duty prescribed in Rule 1.2(d) to avoid assisting
a client in criminal or fraudulent conduct.
[12] Second, the lawyer may have been innocently involved in past conduct by the client that
was criminal or fraudulent. In such a situation the lawyer has not violated Rule 1.2(d), because to
"counselor assist" criminal or fraudulent conduct requires knowing that the conduct is of that
character.
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[13] Third, the lawyer may learn that a client intends prospective conduct that is criminal and
likely to result in imminent death or substantial bodily harm. As stated in paragraph (b)(1), the
lawyer has professional discretion to reveal information in order to prevent such consequences.
The lawyer may make a disclosure in order to prevent homicide or serious bodily injury which
the lawyer reasonably believes is intended by a client. It is very difficult for a lawyer to "know"
when such a heinous purpose will actually be carried out, for the client may have a change of
mind.
[14] The lawyer's exercise of discretion requires consideration of such factors as the nature of the
lawyer's relationship with the client and with those who might be injured by the client, the
lawyer's own involvement in the transaction and factors that may extenuate the conduct in
question. Where practical, the lawyer should seek to persuade the client to take suitable action. In
any case, a disclosure adverse to the client's interest should be no greater than the lawyer
reasonably believes is necessary to the purpose. A lawyer's decision not to take preventive action
permitted by paragraph (b)(I) does not violate this Rule.
Withdrawal
[15] If the lawyer's services will be used by the client in materially furthering a course of
criminal or fraudulent conduct, the lawyer must withdraw, as stated in Rule 1.16(a)(I).
[16] After withdrawal the lawyer is required to refrain from making disclosure of the clients'
confidences, except as otherwise provided in Rule 1.6. Neither this rule nor Rule 1.8(b) nor Rule
1.16(d) prevents the lawyer from giving notice of the fact of withdrawal, and upon withdrawal
the lawyer may also withdraw or disaffirm any opinion, document, affirmation, or the like.
[17] Where the client is an organization, the lawyer may be in doubt whether contemplated
conduct will actually be carried out by the organization. Where necessary to guide conduct in
connection with this Rule, the lawyer may make inquiry within the organization as indicated in
Rule 1.13(b).
Dispute Concerning Lawyer's Conduct
[18] Where a legal claim or disciplinary charge alleges complicity of the lawyer in a client's
conduct or other misconduct of the lawyer involving representation of the client, the lawyer may
respond to the extent the lawyer reasonably believes necessary to establish a defense. The same
is true with respect to a claim involving the conduct or representation of a former client. The
lawyer's right to respond arises when an assertion of such complicity has been made. Paragraph
(b)(2) does not require the lawyer to await the commencement of an action or proceeding that
charges such complicity, so that the defense may be established by responding directly to a third
party who has made such an assertion. The right to defend, of course, applies where a proceeding
has been commenced. Where practicable and not prejudicial to the lawyer's ability to establish
the defense, the lawyer should advise the client of the third party's assertion and request that the
client respond appropriately. In any event, disclosure should be no greater than the lawyer
reasonably believes is necessary to vindicate innocence, the disclosure should be made in a
manner which limits access to the information to the tribunal or other persons having a need to
3
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know it, and appropriate protective orders or other arrangements should be sought by the lawyer
to the fullest-extent practicable.
[19] If the lawyer is charged with wrongdoing in which the client's conduct is implicated, the
rule of confidentiality should not prevent the lawyer from defending against the charge. Such a
charge can arise in a civil, criminal or professional disciplinary proceeding, and can be based on
a wrong allegedly committed by the lawyer against the client, or on a wrong alleged by a third
person; for example, a person claiming to have been defrauded by the lawyer and client acting
together. A lawyer entitled to a fee is permitted by paragraph (b)(2) to prove the services
rendered in an action to collect it. This aspect of the rule expresses the principle that the
beneficiary of a fiduciary relationship may not exploit it to the detriment of the fiduciary. As
stated above, the lawyer must make every effort practicable to avoid unnecessary disclosure of
information relating to a representation, to limit disclosure.to those having the need to know it,
and to obtain protective orders or make other arrangements minimizing the risk of disclosure.

Disclosures Otherwise Required or Authorized
[20] The attorney-client privilege is differently defined in various jurisdictions. If a lawyer is
called as a witness to give testimony concerning a client, absent waiver by the client, paragraph
(a) requires the lawyer to invoke the privilege when it is applicable. The lawyer must comply
with the final orders of a court or other tribunal of competent jurisdiction requiring the lawyer to
give information about the client.
[21] The Rules of Professional Conduct in various circumstances permit or require a lawyer to
disclose information relating to the representation. See Rules 2.2, 2.3, 3.3 and 4.1. In addition to
these provisions, a lawyer may be obligated or permitted by other provisions of law to give
information about a client. Whether another provision of law supersedes Rule 1.6 is a matter of
interpretation beyond the scope of these Rules, but a presumption should exist against such a
superseSSIon.
[22] Paragraph (b)(4) gives the lawyer professional discretion to reveal such information as the
lawyer reasonably believes is necessary to comply with a court order.

Former Client
[23] The duty of confidentiality continues after the client-lawyer relationship has terminated.
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KENTUCKY RULES OF PROFESSIONAL CONDUCT
SCR 3.130(1.7) - CONFLICT OF INTEREST: GENERAL RULE
(a) A lawyer shall not represent a client if the representation of that client will be directly
adverse to another client, unless:
(1) The lawyer reasonably believes the representation will not adversely affect the
relationship with the other client; and
(2) Each client consents after consultation.
(b) A lawyer shall not represent a client if the representation of that client may be materially
limited by the lawyer's responsibilities to another client or to a third person, or by the lawyer's
own interests, unless:
(1) The lawyer reasonably believes the representation will not be adversely affected;
and
(2) The client consents after consultation. When representation of multiple clients in
a single matter is undertaken, the consultation shall include explanation of the
implications of the common representation and the advantages and risks
involved.
[Adopted by Order 89-1, eff. 1-1-90]
COMMENTARY
Loyalty to a Client

[1] Loyalty is an essential element in the lawyer's relationship to a client. An impermissible
conflict of interest may exist before representation is undertaken, in which event the
representation should be declined. If such a conflict arises after representation has been
undertaken, the lawyer should withdraw from the representation. See Rule 1.16. Where more
than one client is involved and the lawyer withdraws because a conflict arises after
representation, whether the lawyer may continue to represent any of the clients is determined by
Rule 1.9. See also Rule 2.2(c). As to whether a client-lawyer relationship exists or, having once
been established, is continuing, see Comment to Rule 1.3 and Scope.
[2] As a general proposition, loyalty to a client prohibits undertaking representation directly
adverse to that client without that client's consent. Paragraph (a) expresses that general rule.
Thus, a lawyer ordinarily may not act as advocate against a person the lawyer represents in some
other matter, even ifit is wholly unrelated. On the other hand, simultaneous representation in
unrelated matters of clients whose interests are only generally adverse, such as competing
1
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economic enterprises, does not require consent of the respective clients. Paragraph (a) applies
only when the representation of one client would be directly adverse to the other.
[3] Loyalty to a client is also impaired when a lawyer cannot consider, recommend or carry out
an appropriate course of action for the client because of the lawyer's other responsibilities or
interests. The conflict in effect forecloses alternatives that would otherwise be available to the
client. Paragraph (b) addresses such situations. A possible conflict does not itself preclude the
representation. The critical questions are the likelihood that a conflict will eventuate and, if it
does, whether it will materially interfere with the lawyer's independent professional judgment in
considering alternatives or foreclose courses of action that reasonably should be pursued on
behalf of the client. Consideration should be given to whether the client wishes to accommodate
the other interest involved.
Consultation and Consent

[4] A client may consent to representation notwithstanding a conflict. However, as indicated in
paragraph (a)(l) with respect to representation directly adverse to a client, and paragraph (b)(I)
with respect to material limitations on representation of a client, when a disinterested lawyer
would conclude that the client should not agree to the representation under the circumstances, the
lawyer involved cannot properly ask for such agreement or provide representation on the basis of
the client's consent. When more than one client is involved, the question of conflict must be
resolved as to each client. Moreover, there may be circumstances where it is impossible to make
the disclosure necessary to obtain consent. For example, when the lawyer represents different
clients in related matters and one of the clients refuses to consent to the disclosure necessary to
permit the other client to make an informed decision, the lawyer cannot properly ask the latter to
consent.
Lawyer's Interests

[5] The lawyer's own interests should not be permitted to have adverse effect on representation
of a client. For example, a lawyer's need for income should not lead the lawyer to undertake
matters that cannot be handled competently and at a reasonable fee. See Rules 1.1 and 1.5. If the
probity of a lawyer's own conduct in a transaction is in serious question, it may be difficult or
impossible for the lawyer to give a client detached advice. A lawyer may not allow related
business interests to affect representation, for example, by referring clients to an enterprise in
which the lawyer has an undisclosed interest.
Conflicts in Litigation

[6] Paragraph (a) prohibits representation of opposing partisan litigation. Simultaneous
representation of parties whose interests in litigation may conflict, such as co-plaintiffs or
codefendants, is governed by paragraph (b). An impermissible conflict may exist by reason of
substantial discrepancy in the parties' testimony, incompatibility in positions in relation to an
opposing party or the fact that there are substantially different possibilities of settlement of the
claims or liabilities in question. Such conflicts can arise in criminal cases as well as civil. The
potential for conflict of interest in representing multiple defendants in a criminal case is so grave
2
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that ordinarily a lawyer should decline to represent more than one codefendant. On the other
hand, common representation of persons having similar interests is proper if the risk of adverse
effect is minimal and the requirements of paragraph (b) are met. Compare Rule 2.2 involving
intermediation between clients.
[7] Ordinarily, a lawyer may not act as advocate against a client the lawyer represents in some
other matter, even if the other matter is wholly unrelated. However, there are circumstances in
which a lawyer may act as advocate against a client. For example, a lawyer representing an
enterprise with diverse operations may accept employment as an advocate against the enterprise
in an unrelated matter if doing so will not adversely affect the lawyer's relationship with the
enterprise or conduct of the suit and if both clients consent upon consultation. By the same token,
government lawyers in some circumstances may represent government employees in proceedings
in which a government agency is the opposing party. The propriety of concurrent representation
can depend on the nature of the litigation. For example, a suit charging fraud entails conflict to a
degree not involved in a suit for a declaratory judgment concerning statutory interpretation.
[8] A lawyer may represent parties having antagonistic positions on a legal question that has
arisen in different cases, unless representation of either client would be adversely affected. Thus,
it is ordinarily not improper to assert such positions in cases pending in different trial courts, but
it may be improper to do so in cases pending at the same time in an appellate court.
Interest ofPerson Payingfor a Lawyer's Service
[9] A lawyer may be paid from a source other than the client, if the client is informed of that fact
and consents and the arrangement does not compromise the lawyer's duty of loyalty to the client.
See Rule I.8(f). For example, when an insurer and its insured have conflicting interests in a
matter arising from a liability insurance agreement, and the insurer is required to provide special
counsel for the insured, the arrangement should assure the special counsel's professional
independence. So also, when a corporation and its directors or employees are involved in a
controversy in which they have conflicting interests, the corporation may provide funds for
separate legal representation of the directors or employees, if the clients consent after
consultation and the arrangement ensures the lawyer's professional independence.
Other Conflict Situations
[10] Conflicts of interest in contexts other than litigation sometimes may be difficult to assess.
Relevant factors in determining whether there is potential for adverse effect include the duration
and intimacy of the lawyer's relationship with the client or clients involved, the functions being
performed by the lawyer, the likelihood that actual conflict will arise and the likely prejudice to
the client from the conflict if it does arise. The question is often one of proximity and degree.
[11] For example, a lawyer may not represent multiple parties to a negotiation whose interests
are fundamentally antagonistic to each other, but common representation is permissible where
the clients are generally aligned in interest even though there is some difference of interest
among them.
3
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[12] Conflict questions may also arise in estate planning and estate administration. A lawyer may
be called upon to prepare wills for several family members, such as husband and wife, and,
depending upon the circumstances, a conflict of interest may arise. In estate administration the
identity of the client may be unclear under the law of a particular jurisdiction. Under one view,
the client is the fiduciary; under another view the client is the estate or trust, including its
beneficiaries. The lawyer should make clear the relationship to the parties involved.
[13] A lawyer for a corporation or other organization who is also a member of its board of
directors should determine whether the responsibilities of the two roles may conflict. The lawyer
may be called on to advise the corporation in matters involving actions of the directors.
Consideration should be given to the frequency with which such situations may arise, the
potential intensity of the conflict, the effect of the lawyer's resignation from the board and the
possibility of the corporation's obtaining legal advice from another lawyer in such situations. If
there is material risk that the dual role will compromise the lawyer's independence of
professional judgment, the lawyer should not serve as a director.
Conflict Charged by an Opposing Party

[14] Resolving questions of conflict of interest is primarily the responsibility of the lawyer
undertaking the representation. In litigation, a court may raise the question when there is reason
to infer that the lawyer has neglected the responsibility. In a criminal case, inquiry by the court is
generally required when a lawyer represents multiple defendants. Where the conflict is such as
clearly to call in question the fair or efficient administration ofjustice, opposing counsel may
properly raise the question. Such an objection should be viewed with caution, however, for it can
be misused as a technique of harassment. See Scope.
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KENTUCKY RULES OF PROFESSIONAL CONDUCT
SCR 3.130(1.9) - CONFLICT OF INTEREST: FORMER CLIENT
A lawyer who has formerly represented a client in a matter shall not thereafter:

(a)

Represent another person in the same or a substantially related matter in which that
person's interests are materially adverse to the interests of the former client unless
the former client consents after consultation;

(b)

Represent a person in the same or a substantially related matter in which a firm with
which the lawyer formerly was associated had previously represented a client
(1) whose interests are materially adverse to that person; and
(2) about whom the lawyer had acquired information protected by Rules 1.6
and 1.9(c) that is material to the matter; unless the former client consents
after consultation.

(c) A lawyer who has formerly represented a client in a matter of whose present or former firm
has formerly represented a client in a matter shall not thereafter:
(1)

use information relating to the representation to the disadvantage of the former
client except as Rule 1.6 or Rule 3.3 would permit or require with respect to a
client or when the information has become generally known; or

(2)

reveal information relating to the representation except as Rule 1.6 or Rule 3.3
would permit or require with respect to a client.

[Amended by order 99-1, eff. February 1, 2000]

COMMENTARY
[1] After termination of a client-lawyer relationship, a lawyer may not represent another client
except in conformity with this Rule. The principles in Rule 1.7 determine whether the interests of
the present and former client are adverse. Thus, a lawyer could not properly seek to rescind on
behalf of a new client a contract drafted on behalf of the former client. So also a lawyer who has
prosecuted an accused person could not properly represent the accused in a subsequent civil
action against the government concerning the same transaction.
[2] The scope of a "matter" for purposes of paragraph (a) may depend on the facts of a particular
situation or transaction. The lawyer's involvement in a matter can also be a question of degree.
When a lawyer has been directly involved in a specific transaction, subsequent representation of
other clients with materially adverse interests clearly is prohibited. On the other hand, a lawyer
1
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who recurrently handled a type of problem for a former client is not precluded from later
representing another client in a wholly distinct problem of that type even though the subsequent
representation involves a position adverse to the prior client. Similar considerations can apply to
the reassignment of military lawyers between defense and prosecution functions within the same
military jurisdiction. The underlying question is whether the lawyer was so involved in the
matter that the subsequent representation can be justly regarded as a changing of sides in the
matter in question.
[3] Information acquired by the lawyer in the course of representing a client may not
subsequently be used by the lawyer to the disadvantage of the client. However, the fact that a
lawyer has once served a client does not preclude the lawyer from using generally known
information about that client when later representing another client.
[4] Disqualification from subsequent representation is for the protection of clients and can be
waived by them. A waiver is effective only if there is disclosure of the circumstances, including
the lawyer's intended role in behalf of the new client.
[5] With regard to an opposing party's raising a question of conflict of interest, see Comment to
Rule 1.7. With regard to disqualification of a firm with which a lawyer is associated, see Rule
1.10.
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KENTUCKY RULES OF PROFESSIONAL CONDUCT
SCR 3.130(1.10) - IMPUTED DISQUALIFICATION: GENERAL RULE
(a) While lawyers are associated in a firm, none of them shall knowingly represent a client
when anyone of them practicing alone would be prohibited from doing so by Rules 1.7, 1.8(c),
1.9 or 2.2.
(b) When a lawyer has terminated an association with a firm, the firm is not prohibited from
thereafter representing a person with interests materially adverse to those of a client represented
by the formerly associated lawyer and not currently represented by the firm, unless:
(1) The matter is the same or substantially related to that in which the formerly
associated lawyer represented the client; and
(2) Any lawyer remaining in the firm has information protected by Rules 1.6 and
1.9(b) that is material to the matter.

(c) A disqualification prescribed by this rule may be waived by the affected client under the
conditions stated in Rule 1.7.
(d) A firm is not disqualified from representation of a client if the only basis for
disqualification is representation of a former client by a lawyer presently associated with the
firm, sufficient to cause that lawyer to be disqualified pursuant to Rule 1.9 and:
(1) the disqualified lawyer is screened from any participation in the matter and is
apportioned no specific part of the fee therefrom; and

(2) written notice is given to the former client.
[Amended by Order 99-,1 eff. 2-1-2000; prior amendment eff.I-I-90]

COMMENTARY
Definition of "Firm"
[1] For purposes of the Rules of Professional Conduct, the term "firm" includes lawyers in a
private firm, and lawyers employed in the legal department of a corporation or other
organization, or in a legal services organization. Whether two or more lawyers constitute a finn
within this definition can depend on the specific facts. For example, two practitioners who share
office space and occasionally consult or assist each other ordinarily would not be regarded as
constituting a firm. However, if they present themselves to the public in a way suggesting that
they are a firm or conduct themselves as a firm, they should be regarded as a firm for purposes of
the Rules. The terms of any formal agreement between associated .lawyers are relevant in
1
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determining whether they are a firm, as is the fact that they have mutual access to confidential
information concerning the clients they serve. Furthermore, it is relevant in doubtful cases to
consider the underlying purpose of the rule that is involved. A group of lawyers could be
regarded as a firm for purposes of the rule that the same lawyer should not represent opposing
parties in litigation, while it might not be so regarded for purposes of the rule that information
acquired by one lawyer is attributed to another.
[2] With respect to the law department of an organization, there is ordinarily no question that the
members of the department constitute a firm within the meaning of the Rules of Professional
Conduct. However, there can be uncertainty as to the identity of the client. For example, it may
not be clear whether the law department of a corporation represents a subsidiary or an affiliated
corporation, as well as the corporation by which the members of the department are directly
employed. A similar question can arise concerning an unincorporated association and its local
affiliates.
[3] Similar questions can also arise with respect to lawyers in legal aid. Lawyers employed in the
same unit of a legal service organization constitute a firm, but not necessarily those employed in
separate units. As in the case of independent practitioners, whether the lawyers should be treated
as associated with each other can depend on the particular rule that is involved, and on the
specific facts of the situation.
[4] Where a lawyer has joined a private finn after having represented the government, the
situation is governed by Rule 1.II(a) and (b); where a lawyer represents the government after
having served private clients, the situation is governed by Rule 1.11 (c)(1). The individual lawyer
involved is bound by the Rules generally, including Rules 1.6,1.7, and 1.9.
[5] Different provisions are thus made for movement of a lawyer from one private firm to
another and for movement of a lawyer between a private finn and the government. The
government is entitled to protection of its client confidences, and therefore to the protections
provided in Rules 1.6,1.9, and 1.11. However, if the more extensive disqualification in Rule
1.10 were applied to former government lawyers, the potential effect on the government would
be unduly burdensome. The government deals with all private citizens and organizations, and
thus has a much wider circle of adverse legal interests than does any private law firm. In these
circumstances, the government's recruitment of lawyers would be seriously impaired if Rule 1.10
were applied to the government. On balance, therefore, the government is better served in the
long run by the protections stated in Rule 1.11.

Principles ofImputed Disqualification
[6] The rule of imputed disqualification stated in paragraph (a) gives effect to the principle of
loyalty to the client as it applies to lawyers who practice in a law finn. Such situations can be
considered from the premise that a firm of lawyers is essentially one lawyer for purposes of the
rules governing loyalty to the client, or from the premise that each lawyer is vicariously bound
by the obligation of loyalty owed by each lawyer with whom the lawyer is associated. Paragraph
(a) operates only among the lawyers currently associated in a firm. When a lawyer moves from
one firm to another, the situation is governed by paragraphs (b) and (c).
2
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Lawyers Moving Between Firms
[7] When lawyers have been associated in a firm but then end their association, however, the
problem is more complicated. The fiction that the law firm is the same as a single lawyer is no
longer wholly realistic. There are several competing considerations. First, the client previously
represented must be reasonably assured that the principle of loyalty to the client is not
compromised. Second, the rule of disqualification should not be so broadly cast as to preclude
other persons from having reasonable choice of legal counsel. Third, the rule of disqualification
should not unreasonably hamper lawyers from forming new associations and taking on new
clients after having left a previous association. In this connection, it should be recognized that
today many lawyers practice in firms, that many to some degree limit their practice to one field
or another, and that many move from one association to another several times in their careers. If
the concept of imputed disqualification were defined with unqualified rigor, the result would be
radical curtailment of the opportunity of lawyers to move from one practice setting to another
and of the opportunity of clients to change counsel.
[8] Reconciliation of these competing principles in the past has been attempted under two
rubrics. One approach has been to seek per se rules of disqualification. For example, it has been
held that a partner in a law firm is conclusively presumed to have access to all confidences
concerning all clients of the firm. Under this analysis, if a lawyer has been a partner in one law
firm and then becomes a partner in another law firm, there is a presumption that all confidences
known by a partner in the first firm are known to all partners in the second firm. This
presumption might properly be applied in some circumstances, especially where the client has
been extensively represented, but may be unrealistic where the client was represented only for
limited purposes. Furthermore, such a rigid rule exaggerates the difference between a partner and
an associate in modern law firms.
[9] The other rubric formerly used for dealing with vicarious disqualification is the appearance of
impropriety proscribed in Canon 9 of the ABA Model Code of Professional Responsibility. This
rubric has a twofold problem. First, the appearance of impropriety can be taken to include any
new client-lawyer relationship that might make a former client feel anxious. If that meaning were
adopted, disqualification would become little more than a question of subjective judgment by the
former client. Second, since "impropriety" is undefined, the term "appearance of impropriety" is
question-begging. It therefore has to be recognized that the problem of imputed disqualification
cannot be properly resolved either by simple analogy to a lawyer practicing alone or by the very
general concept of appearance of impropriety.
[10] A rule based on a functional analysis is more appropriate for determining the question of
vicarious disqualification. Two functions are involved: preserving confidentiality and avoiding
positions adverse to a client.

Confidentiality
[11] Preserving confidentiality is a question of access to information. Access to information, in
tum, is essentially a question of fact in particular circumstances, aided by inferences, deductions
or working presumptions that reasonably may be made about the way in which lawyers work

3
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together. A lawyer may have general access to files of all clients of a law finn and may regularly
participate in discussions of their affairs; it should be inferred that such a lawyer in fact is privy
to all information about all the fmn's clients. In contrast, another lawyer may have access to the
files of only a limited number of clients and participate in discussion of the affairs of no other
clients; in the absence of information to the contrary, it should be inferred that such a lawyer in
fact is privy to information about the clients actually served but not those of other clients.
[12] Applfcation of paragraphs (b) and (c) depends on a situation's particular facts. In any such
inquiry, the burden of proof should rest upon the fmn whose disqualification is sought.
[13] Paragraphs (b) and (c) operate to disqualify the firm only when the lawyer involved has
actual knowledge of information protected by Rules 1.6 and 1.9(b). Thus, if a lawyer while with
one firm acquired no knowledge of information relating to a particular client of the firm, and that
lawyer later joined another firm, neither the lawyer individually nor the second firm is
disqualified from representing another client in the same or a related matter even though the
interests of the two clients conflict.
[14] Independent of the question of disqualification of a firm, a lawyer changing professional
association has a continuing duty to preserve confidentiality of information about a client
formerly represented. See Rules 1.6 and 1.9..
Adverse Positions

[15] The second aspect of loyalty to client is the lawyer's obligation to decline subsequent
representations involving positions adverse to a former client arising in substantially related
matters.. This obligation requires abstention from adverse representation by the individual lawyer
involved, but does not properly entail abstention of other lawyers through imputed
disqualification.. Hence, this aspect of the problem is governed by Rule 1.9(a). Thus, if a lawyer
left one firm for another, the new affiliation would not preclude the firms involved from
continuing to represent clients with adverse interests in the same or related matters, so long as
the conditions of paragraphs (b) and (c) concerning confidentiality have been met.

4
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KENTUCKY RULES OF PROFESSIONAL CONDUCT
SCR 3.130(1.13) - ORGANIZATION AS CLIENT
(a) A lawyer employed or retained by an organization represents the organization acting
through its duly authorized constituents.
(b) If a lawyer for an organization knows that an officer, employee or other person
associated with the organization is engaged in action, intends to act or refuses to act in a matter
related to the representation that is a violation of a legal obligation to the organization, or a
violation of law which reasonably might be imputed to the organization, and is likely to result in
substantial injury to the organization, the lawyer shall proceed as is reasonably necessary in the
best interest of the organization. In determining how to proceed, the lawyer shall give due
consideration to the seriousness of the violation and its consequences, the scope and nature of the
lawyer's representation, the responsibility in the organization and the apparent motivation of the
person involved, the policies of the organization concerning such matters and any other relevant
considerations. Any measures taken shall be designed to minimize disruption of the organization
and the risk of revealing information relating to the representation to persons outside the
organization. Such measures may include among others:
(1) Asking reconsideration of the matter;
(2) Advising that a separate legal opinion on the matter be sought for
presentation to appropriate authority in the organization; and
(3) Referring the matter to higher authority in the organization, including, if
warranted by the seriousness of the matter, referral to the highest
authority that can act in behalf of the organization as determined by
applicable law.
(c) If, despite the lawyer's efforts in accordance with paragraph (b), the highest authority
that can act on behalf of the organization insists upon action, or a refusal to act, that is clearly a
violation of law and is likely to result in substantial injury to the organization, the lawyer may
resign in accordance with Rule 1.16.
(d) In dealing with an organization's directors, officers, employees, members,
shareholders or other constituents, a lawyer shall explain the identity of the client when it is
apparent that the organization's interests are adverse to those of the constituents with whom the
lawyer is dealing.
(e) A lawyer representing an organization may also represent any of its directors,
officers, employees, members, shareholders or other constituents, subject to the provisions of
Rule 1.7. If the organization's consent to the dual representation is required by Rule 1.7, the
consent shall be given by an appropriate official of the organization other than the individual
who is to be represented, or by the shareholders.
[Adopted by Order 89-1, eff. 1-1-90]
1
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COMMENTARY TO SCR 3.130-1.13
The Entity as the Client
[1] An organizational client is a legal entity, but it cannot act except through its officers,
directors, employees, shareholders and other constituents.
[2] Officers, directors, employees and shareholders are the constituents of the corporate
organizational client. The duties defined in this Comment apply equally to unincorporated
associations. "Other constituents" as used in this Comment means the positions equivalent to
officers, directors, employees and shareholders held by persons acting for organizational clients
that are not corporations.
[3] When one of the constituents of an organizational client communicates with the
organization's lawyer in that person's organizational capacity, the communication is protected by
Rule 1.6. Thus, by way of example, 'if an organizational client requests its lawyer to investigate
allegations of wrongdoing, interviews made in the course of that investigation between the
lawyer and the client's employees or other constituents are covered by Rule 1.6. This does not
mean, however, that constituents of an organizational client are the clients of the lawyer. The
lawyer may not disclose to such constituents information relating to the representation except for
disclosures explicitly or impliedly authorized by the organizational client in order to carry out the
representation or as otherwise permitted by Rule 1.6.
[4] When constituents of the organization make decisions for it, the decisions ordinarily must be
accepted by the lawyer even if their utility or prudence is doubtful. Decisions concerning policy
and operations, including ones entailing serious risk, are not as such in the lawyer's province.
However, different considerations arise when the lawyer knows that the organization may be
substantially injured by action of a constituent that is in violation of law. In such a circumstance,
it may be reasonably necessary for the lawyer to ask the constituent to reconsider the matter. If
that fails, or if the matter is of sufficient seriousness and importance to the organization, it may
be reasonably necessary for the lawyer to take steps to have the matter reviewed by a higher
authority in the organization. Clear justification should exist for seeking review over the head of
the constituent nonnally responsible for it. The stated policy of the organization may define
circumstances and prescribe channels for such review, and a lawyer should encourage the
formulation of such a policy. Even in the absence of organization policy, however, the lawyer
may have an obligation to refer a matter to higher authority, depending on the seriousness of the
matter and whether the constituent in question has apparent motives to act at variance with the
organization's interest. Review by the chief executive officer or by the board of directors may be
required when the matter is of importance conunensurate with their authority. At some point it
may be useful or essential to obtain an independent legal opinion.
[5] In an extreme case, it may be reasonably necessary for the lawyer to refer the matter to the
organization's highest authority. Ordinarily, that is the board of directors or similar governing
body. However, applicable law may prescribe that under certain conditions highest authority
reposes elsewhere; for example, in the independent directors of a corporation.
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Relation to Other Rules
[6] The authority and responsibility provided in paragraph (b) are concurrent with the authority
and responsibility provided in other Rules. In particular, this Rule does not limit or expand the
lawyer's responsibility under Rule 1.6, 1.8, 1.16, 3.3 and 4.1. If the lawyer's services are being
used by an organization to further a crime or fraud by the organization, Rule I.2(d) can be
applicable.

Government Agency
[7] The duty defined in this Rule applies to governmental organizations. However, when the
client is a governmental organization, a different balance may be appropriate between
maintaining confidentiality and assuring that the wrongful official act is prevented or rectified,
for public business is involved. In addition, duties of lawyers employed by the government or
lawyers in military service may be defined by statutes and regulation. Therefore, defining
precisely the identity of the client and prescribing the resulting obligations of such lawyers may
be more difficult in the government context. Although in some circumstances the client may be a
specific agency, it is generally the government as a whole. For example, if the action or failure to
act involves the head of a bureau, either the department of which the bureau is a part or the
government as a whole may be the client for purpose of this Rule. Moreover, in a matter
involving the conduct of government officials, a government lawyer may have authority to
question such conduct more extensively than that of a lawyer for a private organization in similar
circumstances. This Rule does not limit that authority. See note on Scope.

Clarifying the Lawyer's Role
[8] There are times when the organization's interest may be or become adverse to those of one or
more of its constituents. In such circumstances the lawyer should advise any constituent, whose
interest the lawyer finds adverse to that of the organization of the conflict or potential conflict of
interest, that the lawyer cannot represent such constituent, and that such person may wish to
obtain independent representation. Care must be taken to assure that the individual understands
that, when there is such adversity of interest, the lawyer for the organization cannot provide legal
representation for that constituent individual, and that discussions between the lawyer for the
organization and the individual may not be privileged.
[9] Whether such a warning should be given by the lawyer for the organization to any constituent
individual may turn on the facts of each case.

Dual Representation
[10] Paragraph (e) recognizes that a lawyer for an organization may also represent a principal
officer or major shareholder.

Derivative Actions
[11] Under generally prevailing law, the shareholders or members of a corporation may bring
suit to compel the directors to perform their legal obligations in the supervision of the
3
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organization. Members of unincorporated associations have essentially the same right. Such an
action may be brought nominally by the organization, but usually is, in fact, a legal controversy
over management of the organization.
[12] The question can arise whether counsel for the organization may defend such an action. The
proposition that the organization is the lawyer's client does not alone resolve the issue. Most
derivative actions are a nonnal incident of an organization's affairs, to be defended by the
organization's lawyer like any other suit. However, if the claim involves serious charges of
wrongdoing by those in control of the organization, a conflict may arise between the lawyer's
duty to the organization and the lawyer's relationship with the board. In those circumstances,
Rule 1.7 governs who should represent the directors and the organization.

4
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KENTUCKY RULES OF PROFESSIONAL CONDUCT
SCR 3.130(1.15) - SAFEKEEPING PROPERTY
(a) A lawyer shall hold property of clients or third persons that is in a lawyer's
possession in connection with a representation separate from a lawyer's own property. Funds
shall be kept in a separate account maintained in the state where the lawyer's office is situated, or
elsewhere with the consent of the client or third person. The separate account referred to in

the preceding sentence shall be maintained in a bank which has agreed to notify the
Kentucky Bar Association in the event that any overdraft occurs in the account.. [Emphasis
supplied]. Other property shall be identified as such and appropriately safeguarded. Complete
records of such account funds and other property shall be kept by the lawyer and shall be
preserved for a period of five years after termination of the representation.
(b) Upon receiving funds or other property in which a client or third person has an
interest, a lawyer shall promptly notify the client or third person. Except as stated in this rule or
otherwise permitted by law or by agreement with the client, a lawyer shall promptly deliver to
the client or third person any funds or other property that the client or third person is entitled to
receive and, upon request by the client or third person, shall promptly render a full accounting
regarding such property.
(c) When in the course of representation a lawyer is in possession of property in which
both the lawyer and another person claim interests, the property shall be kept separate by the
lawyer until there is an accounting and severance of their interests. If a dispute arises concerning
their respective interests, the portion in dispute shall be kept separate by the lawyer until the
dispute is resolved.
(d) A lawyer may deposit funds in an account for the limited purpose of minimizing
bank charges. A lawyer may also participate in an IOLTA program authorized by law or court
rule.
[Amended by Order 98-1, eff. 10-1-98; adopted by Order 89-1, eff. 1-1-90]

COMMENTARY
[1] A lawyer should hold property of others with the care required of a professional fiduciary.
Securities should be kept in a safe deposit box, except when some other form of safekeeping is
warranted by special circumstances. All property which is the property of clients or third persons
should be kept separate from the lawyer's business and personal property and, if monies, in one
or more trust accounts. Separate trust accounts may be warranted when administering estate
monies or acting in similar fiduciary capacities.
[2] Lawyers often receive funds from third parties from which the lawyer's fee will be paid. If
there is risk that the client may divert the funds without paying the fee, the lawyer is not required
to remit the portion from which the fee is to be paid. However, a lawyer may not hold funds to
1
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coerce a client into accepting the lawyer's contention. The disputed portion of the funds should
be kept in trust and the lawyer should suggest means for prompt resolution of the dispute, such as
arbitration. The undisputed portion of the funds shall be promptly distributed.
[3] Third parties, such as a client's creditors, may have just claims against funds or other property
in a lawyer's custody. A lawyer may have a duty Wlder applicable law to protect such third-party
claims against wrongful interference by the client, and accordingly may refuse to surrender the
property to the client. However, a lawyer should not unilaterally assume to arbitrate a dispute
between the client and the third party.
[4] The obligations of a lawyer under this Rule are independent of those arising from activity
other than rendering legal services. For example, a lawyer who serves as an escrow agent is
governed by the applicable law relating to fiduciaries even though the lawyer does not render
legal services in the transaction.
[5] A "clients' security fund" provides a means through the collective efforts of the bar to
reimburse persons who have lost money or property as a result of dishonest conduct of a lawyer.
Where such a fund has been established, a lawyer should participate.

2
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KBA U-23
Question

Where a bank or other fmancial institution employs a "legal department"
which is staffed with salaried attorneys who act on behalf of the bank in
telephone calls, conferences, filing papers in court, and appearing at
depositions, is the bank, as a corporation, engaged in the unauthorized
practice of law?

Answer

No. "

References:
ABA Opinion 198 (1939), SCR 3.020 Kentucky State Bar Assn v First
Federal Savings & Loan Assn of Covington, 342 SW(2d) 397 (Ky 1961); Federal
Intennediate Credit Bank of Louisville v Kentucky Bar Assn, 540 SW(2d) 14 (Ky 1976);
Frazee v Citizens Fidelity Bank & "Trust Co, 393 SW(2d) 778 (Ky 1965); Hobson v
Kentucky Trust Co of Louisville, 303 Ky 493, 197 SW(2d) 454 (1946)
Opinion: (July 1978)
The question of what constitutes the unauthorized practice of law in a particular
jurisdiction is a matter for detennination by the courts of that jurisdiction. ABA Opinion
198 (1939). SCR 3.020 defmes the practice of law as follows:

The practice of law is any service rendered involving legal
knowledge or legal advice, whether of representation, counselor
advocacy in or out of court, rendered in respect to the rights, duties,
obligations, liabilities, or business relations of one requiring the
services. But nothing herein shall prevent any natural person not
holding himself out as a practicing attorney from drawing any
instrument to which he is a party without consideration unto himself
therefor.

In analyzing any question concerning the unauthorized practice of law by a
corporation, three recent court opinions must be considered.
Kentucky State Bar Assn v First Federal Savings & Loan Assn of Covington, 342
SW(2d) 397 (Ky 1961) held that although a corporation may properly employ its own
licensed attorney to render legal services wholly for itself, it cannot sell to the public a
service that incudes legal services perfonned by its salaried attorney. First Federal, supra,
reaffrrmed the dictum set forth in Hobson v Kentucky Trust Co of Louisville, 303 Ky 493,
197 SW(2d) 454 (1946) partially overruled Frazee v Citizens Fidelity Bank & Trust Co,
393 SW(2d) 778 (Ky 1965) which states:
Other matters of legal nature which are held to be an illegal practice of law by a
corporation include the maintenance of a legal department to give free legal
advice, the furnishing of legal services for members of a protective association,
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and the maintenance ofa collection agency, but not the mere fact of paying the
expenses of a particular litigation or the retainer of an attorney on an annual
salary basis to attend to and conduct a corporation's own legal business.
Frazee v Citizens Fidelity Bank & Trust, supr~ held that a bank or trust company
cannot, through either salaried attorneys or lay employees, prepare deeds or mortgages for
other persons. In this case, the court set forth certain guidelines to inform banks and trust
companies exactly when they would be engaging in the unauthorized practice of law (p.
784).
The following services shall not be performed by a bank or trust company, either
through salaried attorneys or lay employees:
1.

Drafting wills or trusts instruments.

2.

Offering wills for probate.

3.

Handling formal court proceedings.

4.

Drafting papers or giving advice concerning revocation of wills

5.

Resolving questions of domicile and residence.

6

Handling proceeds involving allowance of widows, children or wards.

7.

Drafting deeds and mortgages.

8.

Preparation or filing of assignments of rent.

9.

Drafting any formal legal documents to be used in the discharge of a
corporate fiduciary's duty.

10.

Giving legal advice or legal counsel, orally or written, to any person, finn
or corporation.

11.

In estate and inheritance taxes, and federal and state income tax matters:

12.

a.

Executing waivers of statute of limitations, without the advice of the
attorney for the estate, trust or guardianship and/or a specialized
outside tax attorney.

b.

Preparing and filing protests or claims for refund, except requests for a
refund based on mathematical or clerical errors in tax returns filed by it
as a fiduciary.

c.

Conferring with tax authorities regarding protests or claims for refund,
except those based on mathematical or clerical errors in tax returns
filed by it as a fiduciary.

d.

Handling petitions to the Tax Court.

Securing appropriate court orders for the prompt sale or disposition of such
assets of the estate as may be subject to depreciation, deterioration or loss.
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13.

Preparing contracts or court orders as may be required to conserve the
estate or operate the business of the decedent during the course of
administration.

14.

Tenninating any pending litigation in which decedent had an interest.

15.

Instituting ~r defending on behalf of the executor, administrator or trustee
any litigation.

Federal Intermediate Credit Bank of Louisville v Kentucky Bar Assn. 540 SW(2d)
14, 16 (Ky 1976) held that, "when a lending agency presents to the borrower for execution
a real estate mortgage that has been completed on a form prepared by one lawyer, with
information such as the property description and payment schedule copied by a lay person
from a loan application and a title certificate furnished by another attorney, neither of the
respective attorneys having examined the instrument in its fmal form prior to execution by
the borrower, the lending agency is practicing law without a license."
However, in Federal Intermediate, supra, the court went on to say that "a lending
institution certainly may have its mortgages drafted by its own counsel, so long as it
collects for itself no charge against the borrower for that service."
By looking at the above cases, one may abstract the following test, which may be
used in determining whether a corporation is practicing law through a salaried attorney:
Are the legal services rendered by the attorney wholly for the corporation itself, or
for the public, to which the bank is making a charge for such services.
Here the bank collects no charge against the borrower, etc. for the services of the
salaried attorneys. Instead, the attorneys are doing work wholly for the corporation itself
and it is clear that the bank is not engaged in the unauthorized practice of law.
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Opinion KBA U-31

Question:

Does a real estate mortgage lender, or a title insurance company on behalf of a real estate
mortgage lender, conunit the unauthorized practice of law by perfonning the ministerial
acts necessary in the closing of a real estate loan?

Answer:

Qualified no.

References:

SCR 3.020; Kentucky Bar Assn v First Federal Savings & Loan Assn, 342 SW(2d) 397
(Ky 1961); Frazee v Citizens Fidelity Bank & Trust Co, 393 SW(2d) 778 (Ky 1965);
Kentucky Bar Assn v Tussey, 476 SW(2d) 177 (Ky 1972); Federal Intermediate Credit
Bank of Louisville v Kentucky Bar Assn, 540 SW(2d) 14 (Ky 1977)

Opinion: (March 1981)
This Conunittee, as well as the highest court of this Commonwealth, has from time to time issued
many opinions concerning real estate mortgage lenders and title insurance companies, involving preparation
of legal instruments.
The practice of the closing of real estate loans throughout the Conunonwealth involves both
"insider" attorneys, (where there is a lawyer employee of the corporation) as well as "outsider" attorneys
(where there is a lawyer who is involved in an attorney/client relationship and who is not an employee of the
corporation).
SCR 3.020 provides in part:
The practice of law is any service rendered involving legal knowledge or legal
advice, whether representation, counselor advocacy in or out of court, rendered in
respect to the rights, duties, obligations, liability, or business relations of one
requiring the services.
In Kentucky Bar Assn v First Federal Savings & Loan Assn, 342 SW(2d) 397 (Ky 1961), the
court held that an in-house attorney cannot give a title opinion since that would constitute the practice of
law and the giving of legal advice. In Frazee v Citizens Fidelity Bank & Trust Co, 393 SW(2d) 778 (Ky
1965), the court held that a bank or trust company cannot through either in-house lawyers or lay
employees prepare deeds or mortgages for other persons. Kentucky Bar Assn v Tussey, 476 SW(2d) 177
(Ky 1972), implied that an in-house attorney could draft a legal instrument so long as no fee or
compensation for such was charged. Federal Intennediate Credit Bank of Louisville v Kentucky Bar
Assn, 540 SW(2d) 14 (Ky 1977) held that a lay employee of a lending institution can complete forms only
!f there is no charge to borrowers and a licensed attorney (either in-house or outside) either prepared or
reviewed and approved the instruments involved. (Emphasis added)
This Conunittee in KBA U-21 issued an opinion as to the bounds of proper activities of lay
employees of title insurance companies. Implicit within this opinion is the assumption that a supervising
attorney, either an in-house or outside attorney, had reviewed all documents and approved them prior to the
closing.
A "real estate closing" is at best ministerial in nature. Some lawyers will allow secretaries and
paralegals to participate in closings. The closing, which consists mainly of fmancial matters, payments,
schedules of payment, and insurance, is basically a nonlegal function. So long as the lay person avoids the
giving of legal advice, there is no problem with a lay employee closing a real estate transaction.
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The rub which frequently arises in a real estate closing situation is that often questions of a legal
nature are posed to the layman who is closing the transaction. Any response would constitute legal advice
and would be the unauthorized practice of law by the person answering the questions. In such an instance,
the lay person should discontinue the closing and seek proper legal advice. It should be observed that many
Federal loans involve significant knowledge of the law, and questions as to what is meant in the documents
would certainly involve the unauthorized practice of law.
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Opinion KBA U-42

Question:

May licensed real estate brokers or licensed sales persons complete standard form agreements in
connection with real estate transactions?

Answer:

Qualified yes.

References:

SCR 3.020; Federal Intermediate Credit Bank v. Kentucky Bar Ass'n., 540 S.W.2d 14 (Ky. 1976);
Kentucky Bar Association v. Tussey, 476 S.W.2d 177 (Ky. 1972); Howton v. Morrow, 106
S.W.2d 81, 82 (Ky. 1937); C. Wolfram, Modem Legal Ethics 842 (1986); Cultum v. Heritage
House Realtors, Inc., 694 P.2d 630 (Wash. 1985); Pope County Bar Assoc. v. Suggs, 624 S.W.2d
828 (Ark. 1981).

Opinion: (January 1987)
The Kentucky Real Estate Commission has forwarded a set of attorney prepared contract forms for
"approval", along with the question of whether licensed real estate brokers or licensed salespersons can complete such
forms as an integral part of their role in "routine" real estate transactions.
Although some states have legislation specifically authorizing such licensed persons to fill out form contracts,
most states rely on case law to support this practice. Our review of the national case law on point reveals that there
are two lines of cases - one holding that such conduct amounts to the unauthorized practice of law, and the other that
allows licensed realtors to fill out at least some types of standardized forms as a routine part of their practice so long
as there is no separate charge for such services and so long as no legal advice is given. While the latter group of cases
is said to represent the majority position, many of the opinions are sufficiently qualified to render generalizations
hazardous. See generally, C. Wolfram, Modem Legal Ethics 842 (1986).
Kentucky has been listed as a jurisdiction which condemns the practice. Wolfram at 842, n.12, citing
Federal Intermediate Credit Bank v. Kentucky Bar Assoc., 540 S.W.2d 14 (Ky. 1976). See also Kentucky Bar
Association v. Kelley, 421 S.W.2d 829 (Ky. 1967) and Kentucky Bar Association v. Tussey, 476 S.W.2d 177 (Ky.
1972). On the other hand, Federal Intermediate Credit Bank dealt with the preparation of a mortgage by a bank
employee.
The members of the Committee have stressed their concern that the Committee is bound to follow the
pronouncements of the Court, but have generally concluded that any rule the Committee can formulate regarding
this issue will be welcomed by the Bar and the public, and at least provide some input to the Court.
Generally, jurisdictions that have attempted to prohibit the practice described in the question have done so on
fairly formalistic grounds, opining that the practice of law necessarily embraces the preparation of all instruments of a
legal nature. Cf. Howton v. Morrow, 106 S.W.2d 81,82 (Ky. 1937). Nevertheless, more recent cases have given
more weight to the following interests:
(1)
(2)

The ready availability of legal services in the context of the simple real estate transaction;
The logic of using the full range of services that other professions and businesses can provide;

(3)

The public interest in limiting costs;

(4)

The public convenience;

(5)

The need to allow licensed brokers and salespersons to participate in an activity in which they have
special training and expertise; and

(6)

The interest of brokers and salespersons in completing standard agreements which are incidental to
the main business of brokers and salespersons.

See, e.g., Cultum v. Heritage House Realtors, Inc., 694 P.2d 630 (Wash. 1985) (en banc);
Association, Inc., v. Suggs, 624 S.W.2d 828 (Ark. 1981).
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Pope County Bar

A majority of Committee members share the view that the advantages, if any, to be derived by enjoining
licensed real estate brokers and licensed salespersons from completing such agreements are outweighed by the fact
that such agreements are incidental to the everyday business of the broker or realtor and necessary to the effective
completion of such a business. Accordingly, approval to complete such agreements seems appropriate, so long as the
forms will not be used for other than simple real estate transactions which arise in the usual course of business and
that such forms will be used only in connection with real estate transactions actually handled by brokers or
salespersons in such capacities and then without charge for the service. Cultum, supra, at 4-5. Agreements of this
nature include listing contracts and earnest money arrangements.
On the other hand, a majority of the Committee members have expressed concern about several of the
forms forwarded to the Committee, such as the Residential Lease, and the Contract for Deed, deeds, mortgages,
and other fmancing documents. Concern has been expressed that the preparation of such documents are not
incidental to the purchase and sale of real estate, are not temporary in nature, are not instrumental in facilitating
routine transactions, and are more complicated than listing contracts, earnest money agreements, and the like.
Such documents involve substantial rights and liabilities of the parties, and the interests of the parties and the
public would not be served by the recognition of too broad an exception to SCR 3.020. In addition, the Committee
has no authority to change the case law of the Commonwealth, and is bound by the language of Federal Credit
Bank and Tussey with respect to the preparation of deeds and mortgages.
Accordingly, the Committee is of the opinion that the preparation of deeds, mortgages, leases, and the
contract for deed, and other complicated documents by one other than a practicing attorney, whether on preprinted
forms or not, would constitute the unauthorized practice of law. However, the preparation of brokerage contracts to
which the broker is a party, and the completion of other standard fonns for simple real estate transactions which arise
in the usual course of the broker's or salesperson's business, in connection with transactions actually handled by such
brokers or salespersons as such, without charge and unaccompanied with legal advice, should be pennitted.
Finally, we note that the Committee is not authorized to "approve" the fonns submitted to us.
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3/98

KBA V-54

Question:
May a lay person search a real estate title and render an opinion as to quality
and quantity of title to a non-lawyer third person without engaging in the
unauthorized practice of law?
Answer:

No.
OPINION

"[A] title examination consisting of analysis of recorded interests in land coupled with an
opinion as to its legal status is a service which can be performed for others only by a licensed
attorney." Kentucky State Bar Assn. v. First Federal Savings & Loan of Covington, Ky., 342 S.W.2d
397 (1961). KBA U-21.

Question:
Maya lay person search a real estate title and report to a non-lawyer third
person the existence and contents of recorded documents without expressing an
opinion as to the validity enforceability, quality or quantity of title found in
those records without engaging in the unauthorized practice of law?
Answer:

See Opinion.

OPINION
A lay person may review public records and report to a non-lawyer third person what was
found. However, opinions regarding the quality or quantity of deficiencies, whether certain documents
constitute a "lien" or "encumbrance" or statements interpreting the documents would constitute the
giving of legal advice and therefore the unauthorized practice of law. SCR 3.020.
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9/99
KBA U-58

Question:

May real estate closings be conducted by persons who are not real parties in
interest without direct supervision of a licensed attorney?

Answer:

No.

Question:

May title agencies or title insurance companies conduct real estate closings?

Answer:

No.
Unauthorized Practice of Law

Only licensed attorneys may practice law in Kentucky. The practice is regulated exclusively by
the Kentucky Supreme Court. The compelling reason for such regulation is to protect the public against
rendition of legal services by unqualified persons. Kentucky Rule of Professional Conduct (RPC) 5.5.
The practice of law is defmed by SCR 3.020 as any service:
"involving legal knowledge or legal advice, whether of representation, counselor
advocacy in or out of court, rendered in respect to the rights, duties, obligations,
liabilities, or business relations of one requiring the services. "
The "unauthorized" practice of law is the performance of those services contained in the
defmition by "non-lawyers" for "others".
It is not the unauthorized practice of law for a party to a real estate transaction to represent
himself or to prepare closing documents to which he is a real party in interest, provided that no fee is
charged to any other party. SCR 3.020 Otherwise only a licensed attorney may represent a closing
party, prepare conveyancing or mortgage instruments, or charge a fee for legal services related to a real
estate transaction. Frazee v. Citizens Fidelity Bank & Trust Co., 393 S.W.2d 778 (Ky. 1965); Federal
Intermediate Credit Bank of Louisville v. Kentucky Bar Association, 540 S.W.2d 14 (Ky. S.Ct. 1976).
Real Estate Closings
Real estate closings typically have either two or three real parties in interest: seller and buyer,
borrower and lender, or seller, buyer-borrower, and lender. Of these three, the least complex are the
two-party closings of single sale or loan transactions involving the transfer of an interest in real estate, by
deed or mortgage, for purchase money or loan proceeds. The sale of real estate fmanced by a third-party
lender is the more complex because it involves separate sale and secured loan transactions in a
simultaneous closing.
The "conduct" of a closing is the culmination of such transactions. Notwithstanding the
standardization of real estate closing documentation, it is unrealistic and naive to assume that, in all
instances, the settlement agent can present important legal documents to the seller, buyer, borrower,
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and/or lender at a closing without legal questions being asked and without giving legal advice. The
preparation and presentation of closing documents is an implied representation that the documents fulfill
the requirements of the parties' contractual commitments and the law, and that the documents have been
reviewed and found to be legally sufficient. Real estate closings should be conducted only under the
supervision of an attorney because questions of legal rights and duties are always involved, and there is no
way of assuring that lay settlement agents would raise, or would not attempt to answer, the legal
questions. State v. Buyer's Service Co., 357 S.E.2d 15 (S.C. 1987). Whether stated or not, the person
conducting the closing vouches for the legal sufficiency of the documents, whether complex, simple, or
pre-printed. It does not matter whether the instruments are deemed simple or complex. As Judge Pound
said when closing transactions were much less complicated than today, "The most complex are simple to
the skilled, and the simplest often trouble the inexperienced." People v. Title Guaranty and Trust, 125
N.E. 666 (N.Y. 1919).
The legal questions present at a closing, whether asked or should be asked, are endless, as
demonstrated by the attached appendix of issues affecting the quality of title and enforceability of
documents. In summary, the contract of sale or the loan commitment must be reviewed and interpreted
for contract compliance and remedies. Sufficiency of the legal description or survey plat and access to
public ways and utilities must be determined. The title opinion or title insurance commitment must be
reviewed and interpreted to inform the purchaser of its meaning and potential risks, and the effect of
restrictions, encumbrances, and other title exceptions. The closing documents must be explained.
By its very nature a real estate closing involves substantial rights and liabilities. The parties
approach the closing having made commitments with other parties and invested time and money in
anticipation of a mutual understanding of their contractual obligations and trusting that all legal issues
have been properly addressed. If a problem arises during closing and there is no attorney-client
relationship, the parties are without the benefit of independent counsel and may lack the leverage or will
to halt a transaction that is not in their best interests.
Closing Supervision by Attorney
An attorney need not be physically present at the closing, so long as it is in fact conducted under
his supervision and control, but the responsible attorney must be familiar with the documentation and be
available at the time of closing for consultation. He bears ultimate responsibility for the closing and is
subject to disciplinary action for any act or omission which otherwise would be misconduct by him or his
closing employees, as well as being legally accountable under the duty imposed by Seigle v. Jasper, 867
S.W.2d 476 (Ky. App. 1993). By failing to attend or supervise a closing, the attorney who is responsible
for the documentation or who has examined and opined on the quality of title may be guilty of aiding or
assisting lay settlement agents in the unauthorized practice of la~ contrary to SCR 3.470.
Closing by Institutional Lender
When an institutional lender is a real party in interest to a real estate transaction as mortgagee, its
lay employee or in-house attorney may preside over the mortgage closing with a customer not represented
by an attorney. Though institutional lenders, namely banks, savings and loans, and Farm Credit Services
are not subject to the same disciplinary action as attorneys, the public is protected to some degree by state
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and federal requirements for licensure, capitalization, oaths of directors and officers, insured deposits,
and other regulations. The lender's employee may attend to the ministerial issues of fmancial matters,
payments, and insurance related to the loan, as these are commonly non-legal functions. KBA U-31.
The lender's employee may also prepare or select and complete necessary "form" loan documents
if no fee is charged, directly or indirectly, for such service~, provided that the lender's own attorney or
some other licensed attorney passes judgment on and is responsible for the documents as fmally executed.
Federal Intermediate Credit Bank of Louisville, s1)pra.
However, institutional lenders may not by their employees or salaried attorneys provide title
opinions to their borrowers because the "analysis of recorded interests in land coupled with an opinion as
to its legal status" is a service lawfully performed for others only by a licensed attorney. Kentucky State
Bar Association v. First Federal Savings & Loan Association of Covington, 342 S.W.2d 397 (Ky. 1961).
Moreover, no lender's lay employee may undertake to give legal advice to or answer any questions posed
by the borrower or any other transaction party involving interpretation of legal provisions of closing
documents or other matters requiring legal knowledge or skill. When a legal question is asked or
becomes apparent, the institutional lender employee should suspend the closing to consult legal counsel in
order to avoid the unauthorized practice of law. (See KBA U 31.) Such employee may not conduct any
part of a real estate closing other than the mortgage loan.
Closing by Title Companies
A distinction must be made as to lay settlement agencies such as title companies and title
insurance companies which are not real parties in interest to the real estate or loan transactions. Their
only interest is the payment of settlement fees. They act only as a conduit to exchange funds and
documents. A lay settlement agency may compile and report factual information from the public records,
including abstracts of title, but may not render title opinions. They may act as an agent or broker in
connection with the issuance of title insurance commitments and policies, and may provide clerical
services for a closing. KBA U-21; U-31. They do not conduct a closing or examine the required
documents with an eye for protecting the independent legal rights of the seller, buyer, or lender. Such
agencies are not regulated and owe no legal duties to the parties other than those imposed by agency or
tort law. Their employees have no mandated educational prerequisites for real estate transactions or
disciplinary oversight. A title agency may not conduct real estate closings or mask legal fees for closing
services under the guise of a "settlement fee" or other charge. Their conduct of a closing absent
independent legal counsel constitutes the unauthorized practice of law. Virginia UPL Opinion #183
(1996); Annotation, 85 A.L.R. 2d 184.
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APPENDIX
TyPical Questions at Real Estate Closings That May Involve Legal Advice
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

the legal name, existence, and authority of an entity-grantor;
the nature of the estate and quality of title conveyed;
the effect of survivorship title on estate plans;
the difference between special and general warranties, or no warranty at all, and the purchaser's
remedies for title defects;
generic deed exceptions for easements and other encumbrances of record;
closure of a metes and bounds description or other description deficiencies;
rights of access to public ways and utilities;
interpretation and impact of zoning and other land use regulations;
completion of promised improvements by the seller or subdivider;
air and mineral rights;
significance of deed covenants, conditions, and restrictions;
upstream and downstream surface drainage;
the presence of unacceptable dominant easements, or the lack of necessary servient easements
appurtenant;
the effect of adverse possession, prescriptive use, and the champerty statute;
eviction of tenants and trespassers;
release of statutory liens for labor and materials furnished, unemployment contributions and federal
and Kentucky death taxes;
survey and other exceptions in the preliminary title opinion or title conunitment;
what title policies cover and what they exclude;
the duties and liability of title attorneys, real estate agents, and lenders;
the rights to and limitations of future advances under open-end loans;
remedies against defaulting parties;
interpretation of environmental site assessments and remediation of contamination;
survival of warranties, representations, and covenants, and indemnification;
claims for latent defects in buildings;
disclaimers in homeowner's warranties and termite inspection reports;
disclosures of condition of property improvements, or of the agency and loyalty of a broker;
the tax consequences of various matters in the closing;
the effect of marital dissolution upon loan obligations; or
the fme print of the so-called federal closing documents.
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KBA V-59

Question:

Maya lay person prepare a mechanics lien statement for filing with a county clerk
on behalf of another person without engaging in the unauthorized practice of law?

Answer:

No.

OPINION
It is well settled that drafting mortgages by lay individuals is the unauthorized practice of
law. Federal Intermediate Credit Bank of Louisville v. Kentucky Bar Association, 540 S.W.2d,
14 (Ky., 1976); See, discussion in KBA U-43.
Here the question is whether preparation of another statutorily created method of
encumbering real property, by way of a mechanics lien statement, should be treated any
differently. We are not persuaded that it should be treated differently.
Preparation of the lien statement for filing with a county clerk involves the rendering of
legal advice insofar as these acts must be done strictly in accordance with proper statutory
interpretation in order to be valid. Only licensed attorneys may render legal advice to third
parties. SCR 3.020. This requirement protects the public, and permits regulation and oversight
by the Supreme Court of Kentucky which has exclusive power to make rules governing the
practice of law. See, Turner v. Kentucky Bar Association, Ky., 980 S.W.2d 560 (1998).
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KBA Subpoenas in Attorney Disciplinary Proceedings

SCR 3.180(3) - The Inquiry Commission's Power to Issue
Subpoenas at the Investigative Stage
(3) Upon application of Bar Counsel to the Inquiry Commission and after a hearing of
which Respondent is given at least five (5) days' notice, for good cause shown the Inquiry
Commission may authorize the Director to issue a subpoena to a Respondent, or any other person
or legal entity, to produce to Bar Counsel any evidence deemed by the Inquiry Commission to be
material to the investigation of a complaint. The person or entity so subpoenaed will not divulge,
except to his/her own attorney, that such a subpoena has been served nor what evidence is sought
or obtained. The Respondent may be present at the time the evidence or material is examined or
obtained by Bar Counsel and will be furnished copies of all documents obtained.
[Amended by Order 98-1, eff. 10-1-98; prior amendments eff. 4-1-82 (Order 82-1),1-1-78,7-271]

SCR 3.330 - The Disciplinary Clerk's Power to Issue
Subpoenas at the Evidentiary Hearing Stage
The Trial Commissioner shall determine and regulate the order of proceedings at the
hearing. Upon the application of a party or upon direction of the Trial Commissioner, the
Disciplinary Clerk shall issue subpoenas for the attendance of witnesses or the production of
evidence. The burden of proof shall rest upon the Association in a disciplinary proceeding, and
the facts must be proven by a preponderance of the evidence. In reinstatement hearings the
burden shall rest upon the Applicant, and he/she must demonstrate by clear and convincing
evidence his/her suitability {or reinstatement. Before submission the Trial Commissioner may
direct such oral argument as he/she deems appropriate and receive briefs from all parties on such
terms as he/she may impose.
[Amended by Order 98-1, eff. 10-1-98; prior amendments eff. 4-1-82 (Order 82-1), 1-1-78,7271]
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